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Audit Risk Alert—1994
Introduction
This alert is intended to help auditors in planning their 1994 year-end
audits. Successful audits are a result of a number of factors, including
the acceptance of clients with integrity; adequate partner involvement
in planning, supervising, and performing audits; an appropriate level
of professional skepticism; and the allocation of sufficient audit
resources to high-risk areas. Addressing these factors in each audit
engagement requires substantial professional judgment based, in part,
on a knowledge of professional standards and current developments in
business and government.
Throughout the audit process, from the initial consideration of
whether to accept a client to the issuance of an audit report, auditors
should consider overall engagement risk. Engagement risk consists of
the following three components:
• Client's Business Risk—The risk associated with the entity's survival
and profitability
• Audit Risk—T he risk that the auditor may unknowingly fail to
appropriately modify his or her opinion on financial statements
that are materially misstated
• Auditor's Business Risk—The risk of potential litigation costs from
an alleged audit failure and the risk of other costs (whether an
audit failure is alleged or not) such as fee realization and reputa
tional effects from association with the client
Although this alert does not provide a complete list of risk factors to
be considered, and the items discussed do not affect risk in every audit,
it can be used as a planning tool for considering matters that may be
especially significant for your audits.

Im plications of the Current Econom ic Environm ent
In the first half of 1994, the economy appeared to show signs of
increased activity and growth compared with that of the past several
years. The number of business failures in many regions of the United
States has declined since 1991 and 1992. (Business failures generally
are considered a lagging indicator of economic conditions.) In addition,
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according to a July 1994 survey conducted by the Private Companies
Practice Section of the American Institute of Certified Public Account
ants (AICPA), a majority of small businesses reported that last year's
revenues exceeded those of 1992, and small business owners were
optimistic about the prospects for 1994.
On the other hand, the Federal Reserve Board recently raised interest
rates in an effort to control inflation. In addition, commercial banks
have modestly raised the prime rate, thus increasing the cost of capital
to commercial borrowers. Further, there have been increases in a
number of commodity prices.
The intended effect of the Federal Reserve's actions is to slow the
economy from the growth levels of the fourth quarter of 1993 and the
first quarter of 1994. These efforts may cause a number of entities to
show better operating results in the first half of 1994 than in the second
half of the year. Selected industries and selected businesses (particu
larly those that are highly leveraged) could suffer as economic growth
slows in response to higher interest rates.
These economic conditions and rising interest rates raise questions
such as whether (1) appropriate market rates are used to determine cer
tain financial statement amounts, (2) assets, particularly intangibles, are
valued properly in the financial statements, and (3) there is an increased
risk of material misstatement in an entity's financial statements.

Effects of Rising Interest Rates
The increase in both short- and long-term interest rates gives rise to
a number of accounting issues that auditors should address in this
year's audits. Among the more significant issues are the following:
• Rising interest rates create unrealized losses (or eliminate unrealized
gains) on investments in fixed-income securities. If such securities
are not classified as being held to maturity, the losses should be
recorded in the financial statements. See Financial Accounting
Standards Board (FASB) Statement of Financial Accounting Stand
ards No. 115, Accounting for Certain Investments in Debt and Equity
Securities (FASB, Current Text, vol. 1, secs. F 80, I0 8 , I80).
• The discount rates for pension and postretirement obligations
should reflect current market yields on portfolios of high-quality
fixed-income securities with similar maturities.

Long-Term Asset Realization Issues
For entities experiencing adverse or declining operating results this
year, auditors should be alert for conditions that may indicate that
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assets may not be realized at their recorded amounts. In particular,
auditors should focus on entities that have material amounts of good
will and other intangibles. A careful review of the recoverability of
these assets and the appropriateness of their related estimated useful
lives should be made. It is important to remember that forty years is the
maximum allowable life for amortization of goodwill, and forty years is
to be used only if the useful life is forty years or more. It is not an auto
matic starting point.

Effects of Economic Conditions on Risk of Material Misstatement
In planning and performing an audit, auditors should obtain knowl
edge of the entity's business as part of the process of assessing the risk
of a material misstatement in the entity's financial statements. When
obtaining this knowledge, the auditor should consider factors affecting
the industry in which the entity operates, including matters such as the
economic environment and changes in technology.
For some financial statement audits, difficult economic conditions
may result in an increased risk of a material misstatement. For example,
accounts receivable may be more difficult for entities to collect, and
certain types of inventories may be harder to sell. There also may be a
greater risk that long-term assets such as plant, equipment, goodwill,
and other intangibles may be recorded at amounts that exceed their net
recoverable amounts.
In addition, there may be an increased risk that an entity's internal
control structure over financial reporting may not prevent a material
misstatement. Management's philosophy and operating style, its control
methods, and the organizational structure are three important control
environment factors. Each of these factors may be affected if an entity
is facing poor economic conditions.
Management's philosophy and operating style include attitudes and
actions concerning financial reporting and the emphasis placed on
meeting budget, profit, and other financial and operating goals. If an
entity has problems such as significant operating losses and inade
quate working capital, management may, for example, become overly
optimistic in developing accounting estimates. Management may also
be more reluctant to acknowledge that the carrying values of long
term assets have been impaired. This may be a particularly sensitive
matter if the entity plans to use its financial statements to renegotiate
existing financing.
Also, an entity may have reduced its staffing levels and thereby
changed its organizational structure and control methods. These
reductions may result in less staff training, increased workloads,
time pressures, and reduced segregation of duties among various
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accounting and control functions. These factors could increase the risk
that a material misstatement will not be detected and corrected by the
entity's internal control structure. For example, there may be less control
over the granting of credit to potential customers or less monitoring of
the quality of inventory, potentially increasing the risk of uncollectible
accounts and obsolete inventory.
The risk of material misstatement in financial statements may be
increased if an entity is affected by poor economic conditions and also
if an entity is undergoing rapid growth. In either of these situations,
auditors should consider the following.
• Maintain an attitude of professional skepticism. This is essential in
evaluating the assertions and representations of management.
Explanations received from an entity's management are merely
the first step in an audit process, not the last. Listen to the explana
tion, then examine or test it by looking at appropriate evidential
matter. The familiar phrase healthy skepticism should be viewed as
a show-me attitude and not a predisposition to accepting unsub
stantiated explanations. Auditors should document working
paper notes and conclusions as if they will be challenged on them
because a likelihood exists that this will occur.
• Be aware of the possibility of changes in the entity's internal con
trol structure over financial reporting from the prior year and the
implications of any changes in control risk on the nature, timing,
and extent of audit procedures.
• Be cautious of the possibility of management bias that may result
in overly optimistic accounting estimates.
• Exercise professional judgment in assessing the reasonableness of
the overall effect on the financial statements of separate decisions
made in their preparation. If faced with alternative accounting
principles, auditors should understand the basis used by manage
ment to select the particular principle.
• Understand the effectiveness of an entity's corporate governance
structure, especially the involvement of its board of directors in
managing the business and affairs of the entity. Determine that,
when appropriate, matters arising out of the audit are communi
cated to the entity's audit committee or equivalent. See Statement
on Auditing Standards (SAS) No. 61, Communication With Audit
Committees (AICPA, Professional Standards, vol. 1, AU sec. 380).
• Inquire whether management has considered environmental
matters which may materially affect the financial statements and
assess whether effective policies and procedures to assess and
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record financial information on environmental matters have been
established. Refer to Environmental Matters, page 49 of this alert.
• Pay special attention to transactions occurring near or at year-end
that result in significant changes in income and working capital,
especially those with related parties.

New A uditing and A ttestation Pronouncem ents
Using the Work of a Specialist
In July 1994, the AICPA's Auditing Standards Board (ASB) issued
SAS No. 73, Using the Work of a Specialist (AICPA, Professional Standards,
vol. 1, AU sec. 336). This standard supersedes SAS No. 11 and is effec
tive for audits of financial statements for periods ending on or after
December 1 5 , 1994.
The new standard1provides guidance for auditors who use the work
of a specialist in audits performed in accordance with generally
accepted auditing standards (GAAS). SAS No. 73 clarifies the applica
bility of the guidance. It also provides updated examples of situations
which might require using the work of specialists and types of
specialists being used today and guidance for when a specialist is
related to the client.
SAS No. 73 applies whenever the auditor uses a specialist's work as
evidential matter in performing substantive tests to evaluate material
financial statement assertions, regardless of whether—
• Management engages or employs the specialist.
• Management engages a specialist employed by the auditor's firm
to provide advisory services.
• The auditor engages the specialist.
SAS No. 73 does not apply if a specialist employed by the auditor's
firm participates in the audit. For example, if the auditor's firm employs
an appraiser and decides to use that appraiser as part of the audit team
to evaluate the carrying values of properties, SAS No. 73 would not
apply. In such cases, the auditor should refer to SAS No. 22, Planning
and Supervision (AICPA, Professional Standards, vol. 1, AU sec. 311).
SAS No. 73 is broader in scope than SAS No. 11 in that it also applies
to engagements performed under SAS No. 62, Special Reports (AICPA,
Professional Standards, vol. 1, AU sec. 623), including special presenta
1For further discussion of this topic, refer to "When Auditors Use Specialists,"
T.E. Durbin and J.M. Summo, Journal of Accountant, August 1994.
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tions and financial statements using a comprehensive basis of account
ing other than generally accepted accounting principles (GAAP).
SAS No. 73 requires an auditor to evaluate the professional qualifica
tions of the specialist to determine whether he or she possesses the
necessary skill or knowledge. One of the new requirements added by
this standard is for the auditor to consider the specialist's experience in
the type of work under consideration. For example, if the auditor is
using an actuary in connection with the audit of a life insurance entity,
he or she will need to consider not only the actuary's professional
qualifications but also his or her experience in working with lifeinsurance related actuarial issues.
The auditor should also understand the nature and purpose of the
specialist's work. In a number of cases, the specialist's work may have
been prepared for another purpose (such as an appraiser's report
prepared for a loan origination). In these situations, the auditor should
consider the appropriateness of using the specialist's work to evaluate
financial statement assertions. The Statement acknowledges that, in
some cases, an auditor may need to contact the specialist to determine
whether the specialist is aware that his or her work will be used for
corroborating the assertions in the financial statements.
SAS No. 73 does not preclude the auditor from using a specialist who
has a relationship with the client, including situations in which the
client has the ability to directly or indirectly control or significantly
influence the specialist. The standard does, however, require the audi
tor to evaluate the relationship and consider whether it might impair
the specialist's objectivity. If the auditor concludes that the specialist's
objectivity might be impaired, additional procedures should be per
formed, possibly including using the work of another specialist.

Providing Access to or Photocopies of Working Papers to Regulators
Auditors are sometimes required by law, regulation, or audit contract
to provide a regulator, or a duly appointed representative, with access
to working papers. For example, a regulator may request access to the
working papers to fulfill a quality review requirement or to assist in
establishing the scope of a regulatory examination. Furthermore, as
part of the regulator's review of the working papers, the regulator may
request photocopies of all or selected portions of the working papers
during or after the review. The regulator may intend or decide to make
photocopies (or information derived from the original working papers)
available to others, including other governmental agencies, for their
particular purposes, with or without the knowledge of the auditor or
the entity's management. In other situations, an auditor may not be
required by law, regulation, or audit contract to provide access to the
12

working papers but may have been asked by the regulator to provide
such access.
Auditors who have been requested to provide such access should
refer to Interpretation No. 1 of SAS No. 41, Working Papers, titled
"Providing Access to or Photocopies of Working Papers to a Regulator"
(AICPA, Professional Standards, vol. 1, AU sec. 9339). The Interpretation
provides auditors with guidance on—
1.

Considering advising management that the regulator has
requested access to (and possibly photocopies of) the working
papers and that the auditor intends to comply with the request.

2.

Making appropriate arrangements with the regulator for the review.

3.

Maintaining control over the original working papers.

4.

Considering submitting to the regulator a letter clarifying that an
audit in accordance with GAAS is not intended to, and does not,
satisfy a regulator's oversight responsibilities. An example of
such a letter is illustrated in paragraph 6 of the Interpretation.

In addition, the Interpretation addresses situations in which an
auditor has been requested by a regulator to provide access to the
working papers before the audit has been completed and the report
released. Also, the Interpretation notes that if a regulator engages an
independent party, such as another independent public accountant,
to perform the working paper review on behalf of the regulatory
agency, there are a number of precautions the auditor should observe.

Management's Adoption of New Accounting Principles
for New Transactions or Events
In early 1995, the Audit Issues Task Force of the ASB plans to issue an
auditing Interpretation to SAS No. 69, The Meaning of Present Fairly in
Conformity With Generally Accepted Accounting Principles in the Inde
pendent Auditor's Report (AICPA, Professional Standards, vol. 1, AU sec.
411), entitled "The Auditor's Consideration of Management's Adoption
of New Accounting Principles for New Transactions or Events." The
Interpretation will provide auditors with guidance for situations in
which an entity engages in new types of transactions or encounters
new events that are material and for which there are no established
sources of accounting principles. The Interpretation will focus on what
the auditor should consider when formulating a judgment about the
general acceptance and appropriateness in the circumstances of the
accounting principles selected by management. Auditors should be
alert for issuance of the Interpretation which, when final, will be
published in the Journal of Accountancy "Official Releases" section.
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Compliance Attestation
Statement on Standards for Attestation Engagements (SSAE) No. 3,
Compliance Attestation (AICPA, Professional Standards, vol. 1, AT sec. 500),
was issued by the ASB in December 1993 and provides guidance for
reporting on an entity's compliance with laws, regulations, rules,
contracts, or grants (specified requirements). The Statement generally
became effective for engagements in which management's assertion
was as of or for a period ending June 1 5 , 1994.
The Statement is concerned with management's written assertion
concerning compliance with specified laws, regulations, rules, contracts,
or grants, or the effectiveness of the internal control structure over such
compliance matters. For assertions regarding an entity's compliance
with specified requirements, practitioners may perform either agreedupon procedures or examinations, although examination engagements
are frequently less desirable.
A practitioner may be engaged to examine management's asser
tion about the effectiveness of the entity's internal control structure
over compliance. However, in accordance with SSAE No. 1, Attestation
Standards (AICPA, Professional Standards, vol. 1, AT sec. 100), the practi
tioner cannot accept an engagement unless management uses
reasonable criteria that have been established by a recognized body or
are stated in the presentation of management's assertion. If a practi
tioner determines that such criteria do exist for an internal control
structure over compliance, he or she should perform the engagement
in accordance with SSAE No. 1 (AT sec. 100). Additionally, SSAE
No. 2, Reporting on an Entity's Internal Control Structure Over Financial
Reporting (AICPA, Professional Standards, vol. 1, AT sec. 400), may be
helpful to practitioners in such an engagement. A review engagement
is specifically prohibited.
SAS No. 62 is still the relevant literature if, in conjunction with an
audit of financial statements, the practitioner is engaged to report on
compliance with a contractual agreement, such as loan covenants con
tained in a debt agreement. SSAE No. 3 applies only if the practitioner
is engaged to report separately on (or apply agreed-upon procedures
to) management's assertion concerning compliance.
Under SSAE No. 3, a practitioner must report on management's
written assertion regarding compliance or the effectiveness of internal
controls over compliance. In both cases, management must accept
responsibility (evidenced through a representation letter) for compliance
and internal control structure and must have made its own evaluation
of compliance or controls effectiveness.
SSAE No. 3 provides guidance on performing a separate attestation
service for evaluating an entity's compliance with specified laws and
regulations. When performing an audit of the financial statements,
14

auditors should consider those laws and regulations that have a direct
and material effect on the financial statements. See SAS No. 54, Illegal
Acts by Clients (AICPA, Professional Standards, vol. 1, AU sec. 317). There
has been a growing expectation among users that auditors have a
responsibility for detecting noncompliance with laws and regulations.
Auditors should consider the expectations of management, the audit
committee, and other users in planning their audit. If expectations
appear to exceed what is required under GAAS, the auditor should
discuss the desirability of performing a compliance attestation engage
ment, in addition to the audit, with management.

Audit Problem s to W atch For
Fraud
Auditors should be fully aware of their responsibilities under SAS
No. 53, The Auditor's Responsibility to Detect and Report Errors and
Irregularities (AICPA, Professional Standards, vol. 1, AU sec. 316). An
assessment of the risk that errors and irregularities may result in a
material misstatement of financial condition and operating results,
including the risk of management misrepresentation, should carefully
be made. In that connection, it is essential that auditors carry out their
work with an attitude of professional skepticism.
Responsibility to Detect Fraud. SAS No. 53 requires the auditor to assess
the risk that errors or irregularities may cause the financial statements
to contain a material misstatement. The auditor, based on that assess
ment, designs the audit to provide reasonable assurance of detecting
errors and irregularities that are material to the financial statements.
SAS No. 53 recognizes that "since the auditor's opinion on the financial
statements is based on the concept of reasonable assurance, the auditor
is not an insurer and his report does not constitute a guarantee."
An engagement letter is an excellent means of communicating the
auditor's responsibility to detect fraud. The engagement letter should
indicate, among other things, that an audit performed in accordance
with GAAS " . . . require(s) that we plan and perform the audit to obtain
reasonable assurance about whether the financial statements are free
of material misstatement." The engagement letter should also indicate
that "an audit is subject to the risk that material errors and irregulari
ties, including fraud and defalcations, if they exist, will not be detected."
These two statements convey the concept that, although the auditor
must consider the risk that material instances of fraud could occur and
design appropriate auditing procedures to mitigate that risk, the
characteristics of fraud preclude the auditor from providing absolute
15

assurance that all instances of material fraud will be detected, particu
larly if forgery or collusion is involved.
If the risk that material errors and irregularities may exist is deter
mined to be high, the auditor should revise the audit plan accordingly.
Ordinarily, higher risk suggests a need to assign more experienced
personnel to the engagement and to provide more supervision. Higher
risk also suggests the need to expand the extent of audit procedures
applied, to perform them closer to the balance-sheet date, or to modify
the nature of the procedures to obtain more persuasive evidence. Most
important, higher risk should cause the auditor to exercise a height
ened degree of professional skepticism when conducting the audit.
Management Predisposition to Fraud. Given sufficient incentives and
opportunity, a very small number of entities may be inclined to intention
ally misstate reported financial condition and operating results. Such
incentives, or situations that may provide incentives, may include—
• A substantial portion of executives' compensation dependent on
operating results.
• The entity being put up for sale.
• Management undertaking an aggressive acquisition program
using the entity's stock as consideration.
• Indications that the entity will fall short of meeting its own and
securities analysts' forecasts of earnings.
• An initial public offering of securities in process or contemplated
in the near future.
Examples of conditions that provide the opportunity include—
• A chief executive officer who dominates the entity's board of direc
tors and others on his or her management team, seeks and receives
a great deal of press, and is preoccupied with meeting and exceed
ing revenue and profit forecasts at all costs.
• A weak control environment as evidenced by a lack of concern for
basic controls, a blatant disregard of auditor recommendations to
improve controls, and weak accounting and financial personnel
relative to the size and complexity of the entity. (Apart from any
other considerations, this condition, particularly if prolonged,
may warrant careful evaluation of whether to continue the client
relationship.)
Auditors should recognize that the presence of one or more of the
above incentives and opportunities alone may not necessarily be cause
for alarm. However, their presence along with the existence of certain
16

indicators of risk of material misstatement should raise concern. (Audi
tors may consider referring to Appendix F of the October 1987 Report of
the National Commission on Fraudulent Financial Reporting [the Treadway
Commission Report] for a discussion of "Good Practice Guidelines for
Assessing the Risk of Fraudulent Financial Reporting.")
Examples of indicators of risk include—
• Recent significant sales of the entity's stock by insiders.
• Reported allegations of management impropriety by employees.
• Recent changes in accounting principles that favorably impact
reported earnings.
• Sale of real estate with complex or unusual terms.
• Unusually large increases in year-end sales to a single or a
few customers.
• Dramatic increases in sales and receivables along with increases in
gross profit margins totally inconsistent with past experience or
industry averages.
• Certain sales of merchandise that are billed to customers prior to
delivery and held by the seller (bill-and-hold transactions).
• Significant and unexpected increases in inventories (particularly,
in-transit inventories).
• Judgmental allowances (for example, bad debt, inventory obso
lescence, or product warranty) consistently estimated at or near
the low end of reasonableness.
• Delays in producing documents requested by the auditor.
• Unusual and material related-party transactions.
• A significant number of postclosing adjustments that increase
reported income.
If incentives, opportunities, and indicators of risk are present, a
heightened degree of skepticism should be brought to bear during the
audit. Auditors must fully understand the substance of the transaction
or event at issue, seek thorough explanations from management, and
obtain appropriate evidence to corroborate management's explana
tions. In addition, consultation with others should occur whenever the
audit team is unsure or does not fully understand the complexity of a
particular transaction or event and whenever a question arises of manage
ment's integrity. Finally, for the high-risk areas of the audit, the audit
scope should be expanded to reflect the audit team's skepticism, and
the working papers should document thoroughly the accounting and
reporting issues in question, the procedures performed, and audit
evidence obtained to support the conclusions.
17

Concerns about the integrity of the entity's management may be
serious enough to force the auditor to conclude that the risk of manage
ment misrepresentations in the financial statements is such that an
audit cannot be performed.
Management Fraud Related to Inventory. Media reports have highlighted
inventory frauds that have resulted in material misstatements in finan
cial statements. The AICPA's SEC Practice Section published, in the
July 1994 issue of The CPA Letter, Practice Alert No. 94-2, Auditing
Inventories—Physical Observations. To obtain a copy, call the AICPA's
SEC Practice Section at (800) CPAFIRM. This Practice Alert discusses
some ways in which inventory frauds have been perpetrated and
presents information that might help prevent such frauds from going
undetected. It primarily addresses issues related to the physical exist
ence of inventories.

Communicating and Evaluating Audit Differences
Auditing standards require the auditor to consider whether aggre
gated uncorrected misstatements, in relation to individual amounts,
subtotals, or totals in the financial statements, materially misstate the
financial statements taken as a whole. See SAS No. 47, Audit Risk and
Materiality in Conducting an Audit (AICPA, Professional Standards, vol. 1,
AU sec. 312). Experience indicates that auditors need to focus on this
and not merely compare the audit differences they have identified to
bottom-line numbers.
In February 1994, the AICPA's SEC Practice Section issued Practice
Alert No. 94-1, Dealing With Audit Differences, in The CPA Letter, February/
March 1994, which addressed proposed audit adjustments based, in
part, on issues arising from litigation and from peer reviews. To obtain
a copy, call the AICPA's SEC Practice Section at (800) CPAFIRM.
The following summarizes the more significant matters discussed
in the alert.
• The materiality of audit differences should be assessed in light
of not only current-year income and net worth, but other factors
as well, including the impact on debt covenants, indications of a
possible irregularity or illegal act, and the potential internal con
trol implications.
• Caution should be exercised when passing hard debit adjustments
(for example, inventory pricing errors) that decrease reported
income because of offsetting soft credit adjustments (for example,
the reduction of bad debt or warranty reserve) because the soft
credit may never materialize.
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• Agreeing to pass adjustments that are not material in the current
year can become a problem if conditions change or an entity
changes management or ownership, particularly if the purchase
price is based on book value or a multiple of earnings. Accordingly,
it is desirable for management to record all proposed audit adjust
ments (including those that are not material) to the current-year
financial statements.

Analytical Procedures
Analytical procedures include the analysis of significant ratios,
trends, or modeling, including the resulting investigation of fluctua
tions and relationships that deviate from patterns expected by the
auditor. SAS No. 56, Analytical Procedures (AICPA, Professional Standards,
vol. 1, AU sec. 329), provides auditors with guidance on the required use
of analytical procedures in the planning and overall review stages of
all audits. In addition, auditors may use analytical procedures as a
substantive procedure during fieldwork.
There are a number of factors that auditors should consider in
assessing whether analytical procedures are likely to be effective as
substantive procedures. Knowledge obtained about the entity should
be used by the auditor to gain a proper understanding of the trends
that should be expected and the relationships among the various
factors to be used in the analysis. The auditor should be concerned
about both the existence of unexpected variations and the absence of
expected variations.
The relationship between the amount of assurance that can be
derived from analytical procedures and the auditor's assessment of
inherent risk and control risk should be assessed. For example, if both
inherent risk and control risk are high for a particular financial state
ment assertion, it may be more difficult to design substantive analytical
procedures that will provide the needed assurance that the related
accounts are not materially misstated.
Evidence should be obtained to assess the reliability of the data used
in analysis. For example, the auditor may evaluate whether the data
were subject to audit testing in the current or prior year.
Disaggregated information may be more useful. For example, gross
profit analyses by product line will often produce more useful evidence
than a gross profit analysis for all products taken as a whole.

Confirmations
Auditors need to address the existence, completeness, ownership,
accuracy, and valuation of accounts receivable and other assets. Confir
mation requests, if properly designed by the auditor, may address any
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one or more of those assertions. See SAS No. 67, The Confirmation
Process (AICPA, Professional Standards, vol. 1, AU sec. 330). However,
confirmations do not address all assertions equally well. Confirmation
of goods held on consignment with the consignee would likely be
more effective for the existence and the ownership assertions than for
the valuation assertions. Thus, when obtaining evidence for assertions
not adequately addressed by confirmations, auditors should consider
other audit procedures to complement confirmation procedures or to
be used instead of confirmation procedures.
When using confirmations to provide evidence for the existence of
accounts receivable, the auditor needs to be aware of the possible limi
tations of this form of evidence. Recipients may be apathetic about the
confirmation process, and management may have assigned responsi
bility to an individual who will sign and return them without adequate
concern for their accuracy. In some cases, confirmations may be signed
by persons who have no knowledge of the account and no authority to
respond. Further, the reliability of confirmations from related parties
may be questionable. Accordingly, auditors need to consider whether
to supplement confirmations using other audit procedures to obtain
evidence specifically relating to balances outstanding as of the effective
date selected for confirmation.
Sufficient care should be exercised when determining the degree of
reliance to place on confirmations from third parties about the fair
values of financial instruments. In particular, if confirmations are
requested from parties or brokers who were involved in the trans
action, it may be necessary to use more than one source to provide
reasonable assurance that the amounts provided reflect fair values.
Valuations provided by parties independent of the transaction may be
necessary to provide sufficient audit evidence regarding the fair value.

Faxes as Audit Evidence
Faxes are finding their way into an increasing number of audit files.
Harmless as this may seem, problems may arise if auditors rely on
faxes as audit evidence without performing corroborating audit proce
dures. For example, it is possible to preprogram a fax machine with an
incorrect transmitting number and name. This leaves the recipient
with no other information about the source of the document. There
fore, a dishonest party can send a falsified fax, such as a confirmation,
which, if received by the auditor, appears to be from the expected
source. For a fax to be acceptable as audit evidence about a significant
matter, procedures should be performed to ascertain its origin.
Another problem is that information contained in the faxed document
itself can easily be manipulated. If a fax can be intercepted, a dishonest
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party can remove and replace key information. Also, a number of faxes
are still printed on thermographic paper. Information printed on such
paper is physically vulnerable in two ways: It can be easily erased and
fades within a relatively short period. This means that faxes kept in
audit files may not be appropriate evidence at a time when they are
needed, for example, in litigation.
None of the above-mentioned problems is insurmountable. For
example, most fax machines have a facility that enables them to pull,
rather than simply receive a fax from a transmitting machine. For this to
happen, the transmitting machine must have the facility activated, and
the fax document is transmitted if the operator of the receiving machine
activates the facility and dials the transmitting machine's number.
The pull facility provides definite proof of origin. Because all
machines are not equipped with this feature, however, the next best
solution is for auditors to call the purported sender to ensure the
confirmation received was valid. Manipulation of information on the
fax document itself may also be detected by auditors who confirm the
contents with the transmitter.
Because a fax must be intercepted before it can be manipulated, the
possibility of falsification will always be reduced if the fax is received
by the auditor, rather than management. Of course, this is not always
possible. If thermographic paper is used, however, an alteration may
be apparent through close inspection because erasures leave a slightly
visible mark. If the fax confirmation consists of several pages, however,
it may be difficult to detect a full-page replacement. Confirmation of
the contents by telephone may be the most suitable precaution for
auditors to take in such circumstances. Lastly, auditors can avoid the
fading problem by filing a photocopy of the fax.

Legal Letters2
A letter of audit inquiry to an entity's lawyer is the primary means
of obtaining corroboration of the financial information furnished by
management concerning litigation, claims, and assessments. SAS
No. 12, Inquiry of a Client's Lawyer Concerning Litigation, Claims and
Assessments (AICPA, Professional Standards, vol. 1, AU sec. 337), provides
guidance for auditors to satisfy themselves as to the financial account
ing and reporting of litigation, claims, and assessments.
Inquiries generally should be sent to all lawyers who have devoted
substantive attention to a matter on behalf of the entity in the form of

2For further information on this topic, see “Evaluating Lawyers' Responses to
Audit Inquiry Letters," R.M. Temple and J.M. Wolosky, The CPA Journal, June 1994.
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legal consultation or representation. Auditors are reminded that,
when reading attorneys' responses, they should, among other things,
determine whether the responses—
• Are addressed to the auditor.
• Cover matters existing at year-end and through the date of the
auditor's report.
• Clearly state the attorneys' understanding that they will inform
management if they become aware of unasserted claims and
assessments and form a professional conclusion that the entity
should consider disclosure.
• Represent the law firm's response, not an individual attorney's
response, unless signed with the law firm's or one of its part
ners' names.
• Have an effective date within two to three weeks of the report date.
If the response is more than two to three weeks in advance of the
report date, an updated response should be requested.

Electronic Data Interchange
Electronic data interchange (EDI) is the electronic exchange of busi
ness data between entities in a standard format, replacing documents
such as purchase orders, invoices, and checks. A customer and vendor
using EDI could complete an entire business transaction for which the
only physical paper exchanged might be the bill of lading that accom
panies the goods shipped. EDI's most publicized use is in the retailing
and auto manufacturing industries for purchases from suppliers, but
it is also used in the banking industry for electronic funds transfers and
in the insurance industry to process medical benefit claims. Entities
of all sizes use EDI because large retailers and auto manufacturers, for
example, may require the use of EDI by their suppliers as a condition
of doing business.
The auditor should inquire at the planning stage whether the entity
is using EDI and, if so, for what business applications (for example,
purchases, shipping documents, payments). If it appears that material
volumes of transactions affecting financial reporting are processed
through EDI, the auditor may wish to consider the following procedures.
• Inquire about the existence of trading partner agreements; such
contracts clarify the rights and responsibilities of each of the
trading partners. A model trading partner agreement is available
from the American Bar Association.
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• Gain an understanding of the entity's controls over access to the
system, controls over authorization of transactions to that system,
and procedures for review and aging of unmatched items.
• Consult with a specialist on EDI.
The AICPA's Information Technology Division plans to issue a publi
cation titled EDI for Managers and Auditors later this year. That document
will describe EDI in detail and will include a chapter discussing audit
issues in an EDI environment.

Client/Server Computing
The Auditing Standards Division plans to issue an Auditing Proce
dure Study (APS) titled Auditing in a Client/Server Environment in 1995.
In client/server computing, an entity's computers are networked and
the processing of data may take place at both the end-user workstation
and at another platform, such as a minicomputer or mainframe. The
APS will describe how a client/server environment differs from other
common computer environments, and will identify audit issues that
may be encountered in such an environment.
The impact of client/server systems on the audit will depend on the
business functions implemented in the systems. A number of entities
are using client/server to maintain human resource databases; such an
implementation may not affect the audit. However, if an entity imple
ments client/server technology for its billing systems, there would be
a significant effect on the audit.
If an audit client has implemented client/server in such a way that
it will affect the financial statements, the auditor may find it useful
to consult an expert on client/server technology. Because of the distrib
uted nature of the client/server environment, controls over access to
data and programs and controls over the integrity of data may take on
added importance. Procedures to ensure that databases are synchro
nized would also be important. By consulting an expert, the auditor
is more likely to identify any control issues and design an effective,
cost-efficient audit.

Conducting Business on the Internet
The Internet is a worldwide network of computer networks. No one
organization owns, manages, or controls the Internet. Rather, it is a
combination of over 20,000 privately owned and operated networks.
These networks, each of which has a unique address, are inter
connected (using telephone lines, satellite connections, and dedicated
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high-capacity backbones) to provide a worldwide web of communi
cation links.
Commercial use of the Internet is increasing at an astronomical rate.
One of the reasons for this growth is that the Internet provides a free
wide-area network for electronic mail. Other reasons include the vast
availability of research resources and business communications
opportunities. Currently, more than half the computer networks that
make up the Internet are commercially owned and operated.
Auditors whose clients use the Internet should be aware of two areas
of potential risk. The first relates to the confidentiality of information
that the entity transmits and receives over the Internet. Although this
risk often would not relate to audit risk, it could represent a significant
business risk to the entity. Electronic mail and data transferred over the
Internet may be subject to electronic eavesdropping. Sensitive data
may need to be protected using encryption hardware or software facili
ties that are widely available on the market.
The second area of risk relates to the potential exposure of the entity's
computer systems and data to intrusion by other users of the Internet.
This is also primarily a client business risk, but may also affect audit
risk if financial systems and data are lost. Many readers will recall the
extensive publicity created by a computer virus attack on the Internet
by a college student. This attack crashed hundreds of systems on the
Internet, causing the loss of programs and data, and necessitating a
major recovery effort for the affected organizations. This attack was
made possible by vulnerabilities inherent in the Internet, many of
which persist. Access controls or other security measures are advisable
to protect user systems.

Loaned Staff Arrangements
Clients sometimes request their CPA firm to provide a staff member
to assist them. When evaluating such a request, the firm must consider
the potential effect on independence. Interpretation 101-1.B.1 of the
AICPA Code of Professional Conduct (AICPA, Professional Standards,
vol. 2, ET sec. 101.02) provides that a firm's independence is considered
impaired if a partner or employee acts in a capacity equivalent to that
of a member of management or an employee of a client. Acting in an
employee/manager capacity includes consummating transactions,
having custody of assets, and/or exercising authority on behalf of the
client. The Code of Professional Conduct provides examples of
employee/management functions (for example, the authority to sign
checks or make hiring decisions).
In situations in which the partner or employee of the accounting firm
becomes an employee of the client, the functions performed are not the
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significant issue; it is the status as an employee that will impair inde
pendence. Auditors should refer to Interpretation 101-9, The Meaning of
Certain Independence Terminology and the Effect of Family Relationships on
Independence (AICPA, Professional Standards, vol. 2, ET sec. 101.11), for
the application of Interpretation 101-1.B.1.

Contingent Fee Arrangements
The AIPCA's Professional Ethics Executive Committee (Committee)
has received questions about arrangements involving services in
connection with initial public offerings (IPOs) being performed on a
contingent fee basis. These arrangements would be violations of Rule
302, Contingent Fees, of the AICPA's Code o f Professional Conduct
(AICPA, Professional Standards, vol. 2, ET sec. 302). The Committee has
issued for comment a proposed ruling that it believes will clarify the
application of Rule 302 on contingent fees as well as the definition of
client contained in the Code of Professional Conduct. Auditors should
watch for issuance of a final ruling that will be adopted into the Code
of Professional Conduct. The final ruling will be published in the
Journal of Accountancy "Official Releases" section.

Internal Audit Outsourcing
Entities have been increasingly using their independent public
accountants to perform certain services formerly provided by internal
audit departments. This internal audit outsourcing was first addressed
by the AICPA's Professional Ethics Executive Committee when it pub
lished Ethics Ruling No. 97, Performance of Certain Extended Audit Services
(AICPA, Professional Standards, vol. 2, ET sec. 191.194), in November
1993. That ruling permits such services by the independent public
accountant who is responsible for auditing the entity's financial state
ments when those services are generally of the type considered to be
extensions of audit procedures to be performed in conducting the
annual audit, even though the extent of testing may exceed that
required under GAAS. The Ruling also permits the auditor to review
business processes for their functioning, efficiency, or effectiveness
and provide recommendations to management without impairing
independence as long as the auditor is not performing management
functions or making management decisions.
The SEC staff has indicated that it would question the independence
of an auditor, consistent with Ruling No. 97, when that auditor per
forms additional procedures that are management or internal control
functions. Auditors are advised to carefully consider the implications
of such outsourcing arrangements and the resulting impact on the
auditor's independence.
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Audit Com m unication and Reporting Issues
Language in Going-Concern Explanatory Paragraphs
SAS No. 59, The Auditor's Consideration of an Entity's Ability to Continue
as a Going Concern (AICPA, Professional Standards, vol. 1, AU sec. 341),
requires the auditor to evaluate in every audit whether there is substan
tial doubt about an entity's ability to continue as a going concern for a
reasonable period of time, not to exceed one year from the date of the
financial statements. If an auditor concludes that substantial doubt
exists, the auditor's report is modified, and an explanatory paragraph
is added to the report. An example of such a paragraph follows.
The accompanying financial statements have been prepared
assuming the Company will continue as a going concern. As
discussed in Note X to the financial statements, the Company has
suffered recurring losses from operations and has a net capital
deficiency that raises substantial doubt about its ability to con
tinue as a going concern. Management's plans in regard to these
matters are described in Note X. The financial statements do not
include any adjustments that might result from the outcome of
this uncertainty.
The auditor's conclusion about the going-concern status of an entity
must be expressed using the phrase "substantial doubt about its (the
entity's) ability to continue as a going concern" or similar wording that
includes the terms substantial doubt and going concern. The report should
also unequivocally convey the auditor's conclusion about the goingconcern status of the entity. A conclusion that contains conditional
terminology such as, "if the company is unable to obtain financing,
there may be substantial doubt about the entity's ability to continue
as a going concern," is not definitive enough. In February 1994, the
AICPA's ASB voted in favor of adding a footnote to paragraph 13 of SAS
No. 59 that would preclude the auditor from using conditional language
in the auditor's conclusion about the entity's ability to continue as a
going concern. The proposed footnote will be included in the exposure
draft, Omnibus Statement on Auditing Standards and Statement on Standards
for Attestation Engagements—1995, expected to be issued in early 1995.
The final statement, when issued, will be published in the Journal of
Accountancy "Official Releases" section.

Reissued Reports and Going-Concern Matters
An auditor may be asked to reissue his or her report on financial
statements after a situation giving rise to substantial doubt about
an entity's ability to continue as a going concern has been resolved.
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For example, after an entity obtains financing, the entity may request
that the auditor reissue his or her report without the going-concern
explanatory paragraph that existed in the original report. Because
the auditing standards do not provide guidance for this situation, the
ASB has been discussing this issue. The ASB's guidance on this matter
is not yet finalized; however, the guidance will advise auditors to pro
ceed cautiously before eliminating the going-concern paragraph in a
reissued report. It will also remind auditors that they are not obligated
to reissue a report on financial statements; however, if the auditor
elects to perform such an engagement, he or she should perform the
following procedures if determining whether to eliminate the goingconcern explanatory paragraph in a reissued report.
• Audit the event or transaction that prompted the entity's request to
reissue the report without the going-concern explanatory paragraph.
• Perform the procedures listed in paragraph 12 of Subsequent Events
(AICPA, Professional Standards, vol. 1, AU sec. 560).
• Perform any other procedures that will enable the auditor to
reassess the going-concern status of the entity at the date of reissu
ance. Reassessment should include reconsideration of the factors
described in paragraphs 6-11 of SAS No. 59, in light of conditions
and circumstances existing at the date of reissuance.

Reports Containing Explanatory Paragraphs
Auditors should carefully review the information included in required
explanatory paragraphs (for example, those describing an uncertainty)
and optional emphasis-of-matter paragraphs (for example, those
describing an important subsequent event). If more information is
included in the auditor's report than is disclosed in the footnotes to the
financial statements, it may suggest the need for a qualified opinion
because of inadequate disclosure in the financial statements. See SAS
No. 58, Reports on Audited Financial Statements (AICPA, Professional
Standards, vol. 1, AU sec. 508.16, 508.37, and 508.55-.56).

Dual-Dating of Reports
AU Section 530, Dating of the Independent Auditor's Report (AICPA,
Professional Standards, vol. 1), permits dual-dating of the auditor's
report if a subsequent event occurs after completion of fieldwork but
before issuance of the report. Auditors should be alert as to the
appropriate use of dual-dating and the types of events that would be
considered subsequent events. For example, the receipt of a waiver of
a debt covenant would be considered a subsequent event for which the
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financial statements could be adjusted (after due consideration of the
extent of the waiver) and dual-dating would be appropriate. Comple
tion of a significant audit procedure at a later date (for example, a delay
in obtaining an appraisal to justify the carrying value of a significant
asset at the balance-sheet date until a month after all other audit proce
dures were performed) is not a subsequent event for which the auditor's
report may be dual-dated as the auditor's fieldwork was not previously
complete. Accordingly, in this situation, the auditor's report would be
dated the later date.

Reaudit Engagements
There have been an increasing number of requests for reaudits, which
are audits of financial statements previously audited by another auditor.
This trend has raised concerns about the applicability of SAS No. 7,
Communications Between Predecessor and Successor Auditors (AICPA,
Professional Standards, vol. 1, AU sec. 315), to these engagements and
what reliance, if any, the successor auditor may place on the prede
cessor auditor's work.
In a reaudit, the guidance in SAS No. 7 should be followed. In addi
tion, the AICPA staff believes the successor auditor should inform the
predecessor auditor that he or she has been engaged to perform a
reaudit. Furthermore, the successor auditor may request access to the
working papers for the period under reaudit. The predecessor auditor
should carefully consider this request, including any potential legal
implications. In a number of cases, the successor auditor may offer to
indemnify the predecessor auditor in exchange for access.
Regardless of whether access to the predecessor auditor's working
papers is obtained, the successor auditor should not assume responsi
bility for the work of the predecessor auditor or issue a report that
reflects divided responsibility for the audit as described in SAS No. 1,
Codification of Auditing Standards and Procedures (AICPA, Professional
Standards, vol. 1, AU sec. 543, "Part of Audit Performed by Other
Independent Auditors").
The key to a successful reaudit is for the successor auditor to obtain
sufficient evidential matter to support his or her opinion on the finan
cial statements.

A Reminder—SECPS Communication Requirements
Member firms of the SEC Practice Section (SECPS) of the AICPA are
reminded of the following communication requirements.
Within five days of becoming aware of the cessation of a clientauditor relationship (either by resignation, termination, or replacement
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by another auditor), the firm is required to formally notify the client in
writing that the relationship has ended. The auditor should transmit,
simultaneously, a copy of this SECPS client notification letter to the
Chief Accountant of the SEC. The letter may be sent to the Office of
the Chief Accountant by either mail (return receipt suggested) or fax
(202) 942-9656. Mailed letters (including originals confirming an
earlier fax) should be addressed to: Office of the Chief Accountant,
Attn: SECPS Letter File, SEC, 450 Fifth Street, NW, Mail Stop 9-5,
Washington, DC 20549. Refer to the AICPA's SEC Practice Section Refer
ence Manual, sec. 1000.08(m) (Product No. 018021, $62.50 members/
$68.75 nonmembers).
Litigation should be reported to the Quality Control Inquiry Com
mittee (QCIC) within thirty days of service of the lawsuit. The reporting
requirement covers any litigation against the firm or its personnel
or any proceeding or investigation publicly announced by a regula
tory agency that alleges deficiencies in the conduct of an audit of the
financial statements or reporting thereon of a present or former SEC
client. Such reports should also include certain allegations resulting
from nonaudit services. Refer to the AICPA's SEC Practice Section Refer
ence Manual, sec. 1000.08(k) (Product No. 018021, $62.50 members/
$68.75 nonmembers).

Recurring Peer and Q uality Review Com m ents
This section sets forth certain reminders to auditors based on fre
quently recurring comments noted in peer and quality review letters of
comment. Many of the items discussed in the following sections were
discussed in last year's alert; however, the problems continue to occur.

Written Audit Programs
SAS No. 22, Planning and Supervision (AICPA, Professional Standards,
vol. 1, AU sec. 311), requires the auditor, in planning all audits, to
consider the nature, timing, and extent of work to be performed and to
prepare a written audit program. An audit program is required in every
auditing engagement. The audit program should set forth in reasonable
detail the audit procedures that the auditor believes are necessary to
accomplish the objectives of the audit. The audit program should also
be tailored to include audit considerations particular to the entity.

Incomplete Financial Statement Disclosures
SAS No. 32, Adequacy of Disclosure in Financial Statements (AICPA,
Professional Standards, vol. 1, AU sec. 431), sets forth the auditor's
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responsibility to ensure that audited financial statements include
disclosures required by GAAP. This is most effectively accomplished
through the use of disclosure checklists and review of the financial
statements by someone not otherwise associated with the engagement.
A number of the more common disclosure deficiencies noted in peer
reviews relate to disclosure requirements set forth in—
• FASB Statement No. 47, Disclosure of Long-Term Obligations (FASB,
Current Text, vol. 1, sec. C32). For example, the Statement requires
disclosure of the combined aggregate amount of maturities for
each of the five years following the date of the latest balance
sheet presented.
• FASB Statement No. 105, Disclosure of Information about Financial
Instruments with Off-Balance-Sheet Risk and Financial Instruments
with Concentrations of Credit Risk (FASB, Current Text, vol. 1, sec. F25).
Auditors should be aware that many entities other than financial
institutions have concentrations of credit risk. For example, an
entity that has material bank accounts above the insured limit at
one bank should disclose a concentration of credit risk at that bank.
Other common disclosure deficiencies relate to leases, income taxes,
related-party transactions, and pension or profit-sharing plans.

Working Paper Requirements
Peer and quality reviews continue to identify deficiencies in working
papers. In a number of circumstances, reviews have noted an absence
of working papers or inappropriate or incomplete working paper
content. SAS No. 41, Working Papers (AICPA, Professional Standards,
vol. 1, AU sec. 339), provides auditors with guidance on the functions,
nature, content, ownership, and custody of working papers. Auditors
should ensure that the working papers are sufficient to show that the
accounting records agree or reconcile with the financial statements or
other information being reported on and that the standards of field
work have been observed.
SAS No. 41 states that working papers should ordinarily include
documentation showing that—
• The work has been adequately planned and supervised.
• A sufficient understanding of the internal control structure has
been obtained to plan the audit and to determine the nature,
timing, and extent of tests to be performed.
• The audit evidence obtained, the auditing procedures applied,
and the testing performed have provided sufficient competent
evidential matter to afford a reasonable basis for an opinion.
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Auditors should recognize that certain SASs contain specific docu
mentation requirements that are summarized in footnote 2 of SAS
No. 41. In addition, auditors performing engagements under Govern
ment Auditing Standards are reminded to refer to those standards for
certain additional requirements for working papers.

Audit Risk and Materiality
SAS No. 47, Audit Risk and Materiality in Conducting an Audit (AICPA,
Professional Standards, vol. 1, AU sec. 312), requires the auditor to
consider audit risk and materiality both in (1) planning the audit and
designing auditing procedures and (2) evaluating whether the finan
cial statements taken as a whole are presented fairly in all material
respects in conformity with GAAP. Consideration of audit risk includes
assessing inherent risk and control risk, as defined in SAS No. 47.

Consideration of the Internal Control Structure
SAS No. 55, Consideration of the Internal Control Structure in a Financial
Statement Audit (AICPA, Professional Standards, vol. 1, AU sec. 319),
requires the auditor to obtain and document a sufficient understanding
of the three elements of an internal control structure—the control
environment, the accounting system, and control procedures. After
obtaining this understanding, the auditor should assess control risk for
the assertions embodied in the financial statements. These require
ments apply even if the auditor does not intend to rely on the internal
control structure to reduce substantive tests. If the auditor seeks to
reduce control risk to a level at which substantive tests may be reduced,
he or she should perform tests of control as discussed in SAS No. 55.

Analytical Procedures
SAS No. 56, Analytical Procedures (AICPA., Professional Standards, vol. 1,
AU sec. 329), requires auditors to apply analytical procedures during
the planning and review stages of all audits. In addition, the auditor
may use analytical procedures as substantive tests to obtain evidential
matter about particular assertions related to account balances or
classes of transactions. If analytical procedures are used as substantive
tests, SAS No. 56 requires the auditor to develop expectations for those
assertions being tested.

Communication of Internal Control Structure Related Matters
SAS No. 60, Communication of Internal Control Structure Related Matters
Noted in an Audit (AICPA, Professional Standards, vol. 1, AU sec. 325),
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requires auditors to report, preferably in writing, matters considered
to be reportable conditions. If the information is communicated orally,
auditors are required to document the communication in the work
ing papers.

Communication With Audit Committees
SAS No. 61, Communication With Audit Committees (AICPA, Profes
sional Standards, vol. 1, AU sec. 380), requires auditors to communicate
certain matters to those who have responsibility for the oversight of the
financial reporting process (for example, an audit committee). The
auditor is only required to make these communications in audits of
(1) entities that either have an audit committee or that have otherwise
formally designated oversight of the financial reporting process to a
group equivalent to an audit committee and (2) all SEC engagements
(as defined). Therefore, in audits of most nonpublic smaller companies
that only have a board of directors, the auditor may, but is not required
to, make these communications. This communication may be oral or
written. If information is communicated orally, the auditor should
document the communication by appropriate memoranda or nota
tions in the working papers. If those matters that are required to be
communicated do not apply to a particular engagement (for example,
there were no disagreements with management), documentation is
not necessary because no communication was required.

Lessons From Litigation
Acceptance and Continuance of Clients
The existing quality control standards promulgated by the AICPA
(applicable to auditing and accounting and review services) provide
that "policies and procedures should be established for deciding
whether to accept or continue a client in order to minimize the likeli
hood of association with a client whose management lacks integrity."
The specific policies and procedures established and the nature and
extent to which they may be documented may vary significantly.
In September 1994, the AICPA's SEC Practice Section published a
Practice Alert, Acceptance and Continuance of Audit Clients (The CPA
Letter, September 1994), to highlight matters that auditors may wish
to consider in connection with establishing policies and procedures
for client acceptance and continuance. (To obtain a copy, call the
AICPA's SEC Practice Section at (800) CPAFIRM.) The discussion of
specific policies and procedures is intended to be thought-provoking
and useful to a firm in its assessment of the particular client acceptance
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and continuance policies and procedures it may choose to employ
in its practice.
A statement of general firm philosophy is an appropriate accompani
ment to specific client acceptance policies and procedures. Auditors
may, for example, want to state explicitly that clients accepted by the
firm should be engaged in legitimate pursuits and should not present
undue business risks to the firm, including damage to the firm's repu
tation. The following procedures may be considered in connection
with making a client acceptance assessment.
• Obtain an understanding of the entity's business and operations.
• Inquire as to the general reputation of high-ranking employees
and influential directors and shareholders, as well as the entity
itself. Such inquiries may be directed to the entity's bankers, legal
counsel, underwriters, and others in the business community.
• Consider management's response to observations about or sugges
tions for improvements in internal controls made by the predecessor
auditor and the internal auditor.
• Consider the composition and autonomy of the board of directors
and the audit committee, including the number of independent
outside directors.
• Communicate with the predecessor auditor in accordance with
the provisions of SAS No. 7, Communications Between Predecessor
and Successor Auditors (AICPA, Professional Standards, vol. 1, AU sec.
315). Inquiries should be directed to the integrity of management
and the reasons for the change in auditor.
• Consider whether any financial interests or relationships exist that
would impair the appearance of the auditor's independence from
the entity and preclude an expression of an opinion on the entity's
financial statements. The auditor should consider Rule 101, Inde
pendence, of the AICPA's Code of Professional Conduct (AICPA,
Professional Standards, vol. 2, ET sec. 101). For entities that are public
companies, the firm should also consider the requirements of
the SEC.
• Consider whether the services to be provided are compatible with
the auditor's policies and whether qualified personnel are avail
able, including those having appropriate industry expertise, and
will be able to assist in providing the necessary services.
• Consider the willingness and ability of the entity to pay an accept
able fee.
Because of rapid changes in the business environment, active consid
eration of whether to continue to serve a client may help to reduce the
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auditor's business risk. The same matters considered when the entity
was accepted may be reconsidered in light of the cumulative experience
with the entity in order to highlight issues such as management
integrity, changes in management behavior, deteriorating financial
condition, or rapidly changing operational conditions. Such an evalua
tion also may focus the auditor on changes in engagement risk and may
provide an opportunity to consider methods, short of cessation of the
client relationship, to reduce audit risk to acceptable levels. Auditors
should follow SAS No. 47, Audit Risk and Materiality in Conducting an
Audit (AICPA, Professional Standards, vol. 1, AU sec. 312), which provides
guidance on the auditor's consideration of audit risk when planning
and performing an audit.
Client continuance evaluations are most effectively completed before
entering into an engagement, signing a new engagement letter, or
beginning significant work on an engagement. Although the client
continuance evaluation program may be conducted annually, auditors
should also be cognizant throughout the audit that circumstances may
be encountered that would suggest consideration of whether the client
relationship should be terminated.
In assessing whether to accept or continue a client relationship, the
firm should consider and address matters related to (1) the entity's
business risk, (2) the auditor's business risk, and (3) the auditor's audit
risk (refer to Introduction, page 7). Certain matters or factors may be
more significant than others. Auditors should refer to the Practice Alert
for a comprehensive list of circumstances that may lead to a higher
assessment of engagement risk.

High Sales Figures and Changes in Operations
When an entity—especially one that has gone public—faces extreme
financial difficulty, the auditor frequently is blamed, regardless of
the quality of his or her work. For this reason, auditors who are servic
ing growing entities should, in addition to possessing technical
competence, make sure that they have a solid understanding of the
entity's operations and a heightened amount of professional skepti
cism. Auditors may want to approach the following two areas with
this skepticism:
1.

Last-minute sales

2.

Sudden changes in the way the business is conducted

For entities seeking to raise capital or expand operations, high earn
ings or sales figures are among the most convincing data the entity
could present to potential lenders and investors. Litigation has indicated
that auditors failed to focus on management's estimates of future
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product returns that could have a significant effect on the entity's
earnings or sales figures.
Significant revenues recognized toward the close of the latest audited
period merit special consideration. It is sometimes alleged that the
auditors failed to investigate the source of high sales and, as a conse
quence, a financially troubled entity appeared to be financially sound.
Auditors should review the possibility of returns on shipments,
the inability of buyers to pay, and contingencies that may prevent
revenue recognition.
An entity's significantly increased sales may also result from changes
in business practices. For example, an entity that has been leasing its
products may suddenly decide to sell the leases, recognizing a large
gain. Plaintiffs often allege that the auditors did not consider whether
the sale was bona fide, whether the recognition was appropriate, and
whether it was properly disclosed.
It may be prudent to give special consideration to contracts covering
long-term sales agreements, specifying new vendor arrangements, or
those that involve a number of contingencies. Auditors should assess
the impact of such contracts on revenue recognition. Even though
a contract has passed legal scrutiny, it should also be studied from a
business perspective. Plaintiffs sometimes allege that the auditors
failed to appropriately consider the potential audit risk of a particular
arrangement because there was no valid business reason for the new
contract and the relationships the entity had established.

Dealing With Former Coworkers
A few litigation cases suggest auditors need to be more cautious in
dealing with former coworkers employed by a client. None of these
cases involved collusion or an intentional lack of objectivity. Neverthe
less, if a close relationship previously existed between the auditor and
a former colleague now employed by a client, the auditor must guard
against being too trusting in his or her acceptance of representations
about the entity's financial statements. Otherwise, the auditor may
rely too heavily on the word of a former associate, overlooking that a
common interest no longer exists.

New GAAP Requirem ents
Derivative Financial Instruments
This past year, an increasing amount of attention has been focused
on derivative financial instruments. The risks and uncertainties
associated with derivatives—whether real or perceived—have created
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concern. The responsibility for managing those risks starts and ends at
the top and includes setting the tone that affects the traders and other
responsible parties throughout the organization. Users and issuers of
such instruments must have the expertise necessary to understand
and manage the related risks. Auditors should also be familiar with the
risks associated with such instruments.
Derivative financial instruments are financial instruments whose
values are derived from underlying market rates or indices. Derivative
financial instruments include futures, forward, swap, or option con
tracts, or other financial instruments with similar characteristics.
Those with elements of a forward (futures, forwards, and swaps)
obligate one party to buy and another party to sell an underlying
instrument at a future date. It is a two-sided contract in which each
party has either a favorable or unfavorable outcome that results from
changes in the value of an underlying instrument. Those with elements
of an option (options, interest-rate caps, interest-rate floors) provide
one party (the option holder) with a right, but not an obligation, to buy
or sell an underlying instrument. The other party (the option writer)
is obligated to sell or buy the underlying instrument if the holder exer
cises the right. An option-based contract is one-sided in that, if the
right is exercised, the holder has a favorable outcome and the writer an
unfavorable outcome. If market conditions result in an unfavorable
outcome for the holder, the holder allows the right to expire unexer
cised, resulting in a neutral outcome for both parties (except for the
contract fee paid to the writer by the holder). Although derivatives
vary, they are generally variants or combinations of these two types
of contracts.
Given the constant innovation and complexity of derivatives,
accounting literature does not explicitly cover a number of derivatives,
but several related projects are under way. The FASB's major project on
the recognition, measurement, and disclosure of financial instruments
has resulted in the following:
• FASB Statement No. 105, Disclosure of Information about Financial
Instruments with Off-Balance-Sheet Risk and Financial Instruments
with Concentrations of Credit Risk (FASB, Current Text, vol. 1, sec. F25)
• FASB Statement No. 107, Disclosures about Fair Value of Financial
Instruments (FASB, Current Text, vol. 1, sec. F25)
• FASB Statement No. 114, Accounting by Creditors for Impairment of
a Loan (FASB, Current Text, vol. 1, sec. I08)
• FASB Statement No. 115, Accounting for Certain Investments in Debt
and Equity Securities (FASB, Current Text, vol. 1, secs. F80, I08,
and I80)
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• FASB Interpretation No. 39, Offsetting of Amounts Related to Certain
Contracts (FASB, Current Text, vol. 1, sec. B10)
The FASB's project includes a comprehensive review of hedge account
ing, including the accounting for derivative instruments.
In addition, in October 1994, the FASB issued FASB Statement
No. 119, Disclosure about Derivative Financial Instruments and Fair Value of
Financial Instruments (FASB, Current Text, vol. 1, sec. F25). The State
ment requires disclosures about derivative financial instruments—
futures, forward, swap, and option contracts, and other financial
instruments with similar characteristics. It also amends existing
requirements of FASB Statement No. 105 and FASB Statement No. 107.
The Statement requires disclosures about amounts, nature, and terms
of derivative financial instruments that are not subject to FASB State
ment No. 105 because they do not result in an off-balance-sheet risk of
accounting loss. It requires that a distinction be made between finan
cial instruments held or issued for trading purposes (including dealing
and other trading activities measured at fair value with gains and
losses recognized in earnings) and financial instruments held or issued
for purposes other than trading. It also amends FASB Statements
No. 105 and No. 107 to require that distinction in certain disclosures
required by those Statements.
The Statement is effective for financial statements issued for fiscal
years ending after December 15, 1994, except for entities with less
than $150 million in total assets. For those entities, the effective date
is for financial statements issued for fiscal years ending after Decem
ber 1 5 , 1995.
The FASB's Emerging Issues Task Force (EITF) has addressed several
accounting-related issues, including considerations for SEC registrants.
To obtain a copy of EITF Abstracts, call the FASB at (203) 847-0700,
extension 10, Product No. EAB94. Other guidance is provided by FASB
Statement No. 52, Foreign Currency Translation (FASB, Current Text,
vol. 1, sec. F60); FASB Statement No. 80, Accounting for Futures Contracts
(FASB, Current Text, vol. 1, sec. F80); and in the AICPA Issues Paper
No. 86-2, Accounting for Options (Product No. 830470, $13.50 members/
$14.75 nonmembers).
The AICPA has developed some common-sense questions for directors
to ask to help them gain a better understanding of their organizations'
activities in derivative financial instruments and assess whether such
activities are well managed and controlled. See "Questions About
Derivatives" (The CPA Letter, July/August 1994). Given the fast-changing
nature of derivatives activities, no list of questions can be considered
definitive. The following six questions were developed as a starting
point for a necessary dialogue among decision-makers (for example,
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top management, boards of directors, audit committees) in public and
private organizations that use derivatives:
• Has the board established a clear and internally consistent risk
management policy, including risk limits (as appropriate)?
• Are management's strategies and implementation policies con
sistent with the board's authorization?
• Do key controls exist to ensure that only authorized transactions
take place and that unauthorized transactions are quickly detected
and appropriate action is taken?
• Are the magnitude, complexity, and risks of the entity's deriva
tives commensurate with the entity's objectives?
• Are personnel with the authority to engage in and monitor deriva
tive transactions well qualified and appropriately trained?
• Do the right people have the right information to make decisions?
Also, each of these questions leads to further inquiries that expand
the dialogue about derivatives. The extent of an entity's use of deriva
tives and the relative complexity of the instruments used are important
in determining the level of sophistication that is necessary for the
control and monitoring systems for these activities.
As members of the Committee of Sponsoring Organizations of the
Treadway Commission (COSO), the AICPA, the Financial Executives
Institute, the American Accounting Association, the Institute of Internal
Auditors, and the Institute of Management Accountants issued Internal
Control—Integrated Framework in September 1992. The report, in four
parts, includes a Framework volume that defines internal control,
describes its components, and provides criteria against which manage
ments, boards, or others can assess their control systems. The COSO
framework, therefore, is a good starting point for management's evalu
ation of controls over derivatives activities. An entity's internal controls
over derivatives activities may relate to the following three different but
interrelated questions.
• To what extent are operational objectives concerning derivatives
being achieved?
• Is published financial information about derivatives being prepared
reliably and in conformity with GAAP?
• Is there compliance with related laws, regulations, and contractual
agreements governing derivatives activities?
The COSO has a project under way to develop tools by which entities
can use the framework to develop or assess controls that are responsive
to these questions.
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SAS No. 22, Planning and Supervision (AICPA, Professional Standards,
vol. 1, AU sec. 311), requires that an auditor understand the events,
transactions, and practices that, in the auditor's judgment, may have a
significant effect on the financial statements. Accordingly, the various
risks involved with derivatives should be considered in planning the
audit. Factors to consider include—
• The nature and extent of management's use of derivatives.
• The level of derivatives activity in relation to risk assessment; see
SAS No. 47, Audit Risk and Materiality in Conducting an Audit
(AICPA, Professional Standards, vol. 1, AU sec. 312).
• Management's level of expertise in monitoring, evaluating, and
accounting for derivatives.
• The policies and procedures established by management for
investment in high-risk derivatives and the degree of oversight by
the board of directors.
• The controls over derivatives activities and their effectiveness;
see SAS No. 55, Consideration of the Internal Control Structure in
a Financial Statement Audit (AICPA., Professional Standards, vol. 1,
AU sec. 319).
The nature, timing, and extent of procedures to be applied to deriva
tive transactions is a matter of professional judgment. However, the
procedures adopted should be adequate to achieve the audit objectives
developed by the auditor, and the evidential matter obtained should be
sufficient for the auditor to form conclusions concerning the validity of
the individual assertions embodied in the financial statements.
Auditors should consider the following when performing an audit
of an entity that is engaged in derivatives activities.
Many derivatives are not recognized in financial statements. As a
result, there is increased risk that they will not be captured by the
internal control structure over financial reporting or be subject to audit
scrutiny. Auditors should consider whether derivatives and trans
actions involving them have been appropriately captured in the entity's
accounting system, and whether accounting information relating to
them is complete and accurate.
Because derivatives are financial instruments whose values are
derived from underlying market rates or indices, their values change as
those rates or indices change. Recent increases in the volatility of
interest rates, commodity prices, and foreign currency rates have
caused wide fluctuations in the values of derivatives. Auditors should
consider whether changes in the values of derivatives have been
appropriately accounted for in the particular circumstances.
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Entities use derivatives to (1) manage risk, that is, to hedge, and
(2) to speculate. Derivatives used for hedging purposes should be
accounted for differently from those used to speculate. FASB State
ments No. 52 and No. 80, and certain EITF Issues, set forth specific
criteria that must be met in order for derivatives to be accounted for as
hedges. Auditors should carefully consider whether derivatives that
are accounted for as hedges meet such criteria.
Valuation of derivatives is based on subjective factors and, in some
cases, management's intent. SAS No. 57, Auditing Accounting Estimates
(AICPA, Professional Standards, vol. 1, AU sec. 342), provides guidance
on auditing estimates. Also, SAS No. 73, Using the Work of a Specialist
(AICPA, Professional Standards, vol. 1, AU sec. 336), provides guidance
on using the work of specialists.
Auditors should consider whether fees, premiums, commissions,
receivables, and payables related to derivatives are accounted for
appropriately.
Other auditing guidance may be found in the following:
• SAS No. 31, Evidential Matter (AICPA, Professional Standards, vol. 1,
AU sec. 326)
• SAS No. 39, Audit Sampling (AICPA, Professional Standards, vol. 1,
AU sec. 350)
• SAS No. 56, Analytical Procedures (AICPA, Professional Standards,
vol. 1, AU sec. 329)
• SAS No. 67, The Confirmation Process (AICPA, Professional Standards,
vol. 1, AU sec. 330)
The AICPA Audit and Accounting Guides, Audits of Banks, Audits of
Brokers and Dealers in Securities, Audits of Investment Companies, and
Audits of Savings Institutions, provide additional information on the
credit, liquidity, interest-rate, and other risks associated with financial
instruments and related internal control structure considerations.
Following is a list of additional information sources related to derivatives.
• The AICPA plans to issue by year-end, Derivatives—Current
Accounting and Auditing Literature. The document will provide
background information on derivatives and overviews of related
accounting and auditing considerations. Call the AICPA Order
Department at (800) TO-AICPA for more information.
• The Journal of Accountancy, November 1989, includes "An Overview
of the FASB's Financial Instruments Project," page 42; "The
Challenges of Hedge Accounting," page 48; and "The Fundamental
Financial Instrument Approach," page 71. Call the AICPA Library
at (800) 862-4272, dept. #7. There are charges for copies.
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• Derivative Product Activities of Commercial Banks, a joint study by
federal banking regulators, January 27, 1993, may be obtained by
calling the Federal Deposit Insurance Corporation at (202)
898-6996.
• Recognition and Measurement of Financial Instruments, an FASB
discussion memorandum, No. 109-A, is dated November 18, 1991.
See also, a research report, Hedge Accounting: An Exploratory Study
of the Underlying Issues (1991) and a staff report on related delibera
tions and tentative conclusions (July 30, 1993). Call the FASB at
(203) 847-0700, ext. 10.
• Derivatives: Practices and Principles, an overview of global deriva
tives (July 1993), may be obtained by writing to the Group of
Thirty, 1990 M Street, NW, Washington, DC 20036.
• Financial Derivatives: Actions Needed to Protect the Financial System,
General Accounting Office, may be obtained by calling the General
Accounting Office at (202) 512-6000, #GGD-94-133.

Impairment of Loans
In May 1993, FASB Statement No. 114 was issued. This Statement
applies to financial statements for fiscal years beginning after Decem
ber 15, 1994. Earlier application is encouraged.
Statement No. 114 is applicable to all creditors, not just financial institu
tions, and to all loans that are identified for evaluation, uncollateralized
as well as collateralized. Large groups of smaller balance homogeneous
loans collectively evaluated for impairment, loans measured at fair
value or at the lower of cost or fair value, leases, and debt securities
as defined in FASB Statement No. 115 are excluded from the scope of
this Statement.
A loan, for purposes of FASB Statement No. 114, is a contractual right
to receive money on demand or on fixed or determinable dates that is
recognized as an asset in the creditor's statement of financial position.
Examples include, but are not limited to, accounts receivable (with
terms exceeding one year) and notes receivable. The Statement provides
that a loan is impaired when it is probable that a creditor will be unable
to collect all amounts due according to the terms of the loan agreement.
As used in FASB Statement No. 114 and in FASB Statement No. 5, as
amended, all amounts due according to the contractual terms means that
both the contractual interest payments and the contractual principal
payments of a loan will be collected as scheduled in the loan agreement.
The term probable (consistent with its use in FASB Statement No. 5)
means that the future event or events are likely to occur. FASB Statement
No. 114 requires that impairment be measured based on the present
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value of expected future cash flows discounted at the loan's effective
interest rate or, as a practical expedient, at the loan's observable market
price or the fair value of collateral if the loan is collateral-dependent.
The Statement amends FASB Statement No. 5, Accounting for Con
tingencies (FASB, Current Text, vol. 1, sec. C59), to clarify that a creditor
should evaluate the collectibility of both contractual interest and con
tractual principal of all receivables when assessing the need for a loss
accrual. The Statement also amends FASB Statement No. 15, Accounting
by Debtors and Creditors for Troubled Debt Restructurings (FASB, Current
Text, vol. 1, sec. D22), to require that a creditor measure all loans
restructured in a troubled debt restructuring involving a modification
of terms in accordance with the provisions of Statement No. 114.
In October 1994, the FASB issued FASB Statement No. 118, Accounting
by Creditors for Impairment of a Loan—Income Recognition and Disclosure
(FASB, Current Text, vol. 1, sec. I08). FASB Statement No. 118 amends
FASB Statement No. 114 to allow creditors to use existing methods for
recognizing interest income on impaired loans. To accomplish that, it
eliminates the provisions in FASB Statement No. 114 that describe how
creditors should report income on impaired loans.
FASB Statement No. 118 does not change the provisions in FASB
Statement No. 114 that require creditors to measure impairment based
on the present value of expected future cash flows discounted at the
loan's effective interest rate, or as a practical expedient, at the observable
market price of the loan or the fair value of the collateral if the loan is
collateral-dependent.
FASB Statement No. 118 amends the disclosure requirements in
FASB Statement No. 114 to require disclosure of information about the
recorded investment in certain impaired loans and about how creditors
recognize interest income related to those loans. FASB Statement No.
118 is effective concurrent with the effective date of FASB Statement
No. 114, that is, for financial statements for fiscal years beginning after
December 1 5 , 1994, with earlier application encouraged.
Auditors should carefully consider the audit risk implications of
applying the provisions of these Statements. Aspects of applying the
Statements that warrant particular consideration include—
• Identification of all loans to which the Statement should be applied.
• Estimates of future cash flows and interest rates used to discount
those cash flows.
• Amounts used to measure impairment if alternatives to presentvalue amounts (observable market prices or fair values of collateral)
are used.
The applicable auditing guidance includes SAS No. 57 and SAS
No. 73. In addition, auditors may find it useful to refer to the Auditing
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Procedure Study, Auditing the Allowance for Credit Losses of Banks
(Product No. 021050, $27.50 members/$30.25 nonmembers), as a source
of information useful in identifying loans for evaluation and developing
an effective audit approach.

Contributions Received and Made
In June 1993, the FASB issued FASB Statement No. 116, Accounting for
Contributions Received and Contributions Made (FASB, Current Text, vol. 1,
sec. C67). The Statement is effective for financial statements issued for
fiscal years beginning after December 15, 1994. FASB Statement No. 116
establishes accounting standards for contributions and applies to all
entities that receive or make contributions. With issuance of this State
ment, the FASB has specified when and on what basis contributions
should be recognized by both contributors and recipients. Generally,
contributions received, including unconditional promises to give,
are recognized as revenues in the period received at their fair values.
Contributions made, including unconditional promises to give, are
recognized as expenses in the period made at their fair values. Condi
tional promises to give, whether received or made, are recognized
when they become unconditional, that is, when the conditions are
substantially met.
A typical auditor "search for unrecorded liabilities" may not detect
such "promises to give." Therefore, review of documents such as the
minutes of the board of directors' meetings may assist auditors in
identifying such promises and evaluating whether proper accrual has
been made by a contributor.

Investments in Securities
In May 1993, the FASB issued FASB Statement No. 115, Accounting
for Certain Investments in Debt and Equity Securities (FASB, Current Text,
vol. 1, secs. F80, I08, I80), which is effective for 1994 calendar years. The
Statement supersedes FASB Statement No. 12, Accounting for Certain
Marketable Securities, and its related interpretations. FASB Statement
No. 115 will affect almost all business enterprises; however, the greatest
effect is expected to be on financial services entities. The Statement
covers all debt securities as well as equity securities that have readily
determinable fair values. Not covered are securities accounted for by
the equity method and investments in consolidated subsidiaries.
The Statement does not apply to enterprises whose specialized
accounting practices include accounting for substantially all invest
ments in debt and equity securities at market value or fair value, with
changes in value recognized in earnings or in the change in net assets.
Examples of those enterprises are brokers and dealers in securities,
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defined-benefit pension plans, and investment companies. The State
ment also does not apply to not-for-profit organizations; however, it
does apply to cooperatives and mutual enterprises, including mutual
insurance companies.
FASB Statement No. 115 establishes the following three categories of
reporting debt and marketable equity securities:
• Held-to-maturity securities—Debt securities that the entity has the
positive intent and ability to hold to maturity, to be reported at
amortized cost
• Trading securities—Debt and equity securities that are bought and
held principally for the purpose of selling them in the near future,
to be reported at fair value, with unrealized gains and losses
included in earnings
• Available-for-sale securities—Debt and equity securities not classi
fied as either held-to-maturity or trading, to be reported at fair
value, with unrealized gains and losses excluded from earnings
and reported in a separate component of equity until realized
Paragraph 8 of the Statement indicates that certain changes in
circumstances may cause the enterprise to change its intent to hold a
certain security to maturity without calling into question the entity's
intent to hold other debt securities to maturity in the future. Such
circumstances include evidence of a significant deterioration in the
issuer's creditworthiness or a change in tax law that eliminates or
reduces the tax-exempt status of interest on the debt security. In addi
tion, other events that are isolated, nonrecurring, and unusual for
the reporting enterprise that could not have been reasonably antici
pated may cause an entity to sell or transfer a held-to-maturity security
without necessarily calling into question its intent to hold other debt
securities to maturity. Such sales and transfers of held-to-maturity
securities are expected to be rare.
According to paragraph 9 of the Statement, an entity should not clas
sify a debt security as held-to-maturity if the enterprise has the intent
to hold the security for only an indefinite period. Consequently, a debt
security should not, for example, be classified as held-to-maturity if
the enterprise anticipates that the security would be available for sale
in response to any of the following:
• Changes in market interest rates and related changes in the secu
rity's prepayment risk
• Needs for liquidity
• Changes in the availability of and the yield on alternative
investments
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• Changes in funding sources and terms
• Changes in foreign currency risk
Reference should be made to paragraphs 19-22 of the Statement,
which discuss the required disclosures related to these securities.
The SEC staff is interpreting strictly the guidance in Statement
No. 115 and believes that, except for the limited circumstances listed in
paragraph 8 of the Statement, amortized cost accounting is appropriate
only if a security is expected to be, and eventually is, held to maturity.
Auditors should consider the effect of any sales of held-to-maturity
securities on management's assertions regarding the remainder of
the portfolio.
There has been confusion over a perceived inconsistency in the
guidance applicable to loans (some of which are marketable securities)
addressed by FASB Statement No. 114 and FASB Statement No. 115.
FASB Statement No. 114 provides guidance on the impairment of loans
and requires a creditor to continue accounting for a loan in accordance
with FASB Statement No. 15, if the loan was restructured prior to the
effective date of FASB Statement No. 114.
In response to this perceived inconsistency, in April 1994, the FASB
issued Technical Bulletin No. 94-1, Application of Statement 115 to Debt
Securities Restructured in a Troubled Debt Restructuring (FASB, Current Text,
vol. 1, sec. I80), to clarify the application of FASB Statement No. 115 to
loans restructured in a troubled debt restructuring. Technical Bulletin
No. 94-1 requires that FASB Statement No. 115 be applied to all loans
meeting the Statement No. 115 definition of a "security," including
those loans restructured in a troubled debt restructuring before the
effective date of FASB Statement No. 114. The Technical Bulletin is
effective for financial statements issued after April 3 0 , 1994.
The applicable auditing guidance includes SAS No. 57 and SAS
No. 73.

Advertising Costs
In December 1993, the AICPA issued Statement of Position (SOP)
93-7, Reporting on Advertising Costs (Product No. 014804, $8 members/
$9 nonmembers), which will provide for increased consistency in
accounting for advertising costs. The Statement provides financial
reporting guidance for the annual financial statements of all entities
and all advertising other than that for which pronouncements
included in category (a) of paragraph 10 of SAS No. 69, The Meaning of
Present Fairly in Conformity With Generally Accepted Accounting
Principles in the Independent Auditor's Report (AICPA, Professional Stand
ards, vol. 1, AU sec. 411), provide such guidance.
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The Statement requires advertising costs to be expensed either as
incurred or the first time the advertising occurs except for certain
direct-response advertising (for example, direct mail advertising).
Direct-response advertising should be capitalized if—
• The primary purpose of the advertising is to elicit sales to
customers who could be shown to have responded specifically to
the advertising.
• The direct response advertising results in a probable future eco
nomic benefit.
Printed sales materials, such as catalogs or brochures, can be
accounted for as prepaid supplies until they are distributed or are no
longer expected to be used.
Not all costs attributable to direct response advertising can be capital
ized. Only the following two types of costs should be included in
direct-response advertising reported as assets:
• Direct, incremental costs incurred in transactions with indepen
dent third parties (such as artwork or written advertising copy)
• The portion of payroll and payroll-related costs associated with
direct-response advertising activities
Items such as administrative costs, rent, and depreciation should not
be included in the capitalized direct-response advertising asset.
An entity should accumulate costs relating to a specific capitalized
direct-response advertisement and amortize those accumulated costs
ratably over the period during which it believes it will obtain sales
(or a benefit) as a result of the specific advertisement.
At each balance-sheet date, an entity should assess the realizability
of the carrying amount of capitalized advertising on a cost-pool-bycost-pool basis. If the carrying amounts exceed the remaining future
net revenues, the excess should be reported as advertising expense in
the current period.
Financial statements should include the following disclosures relating
to advertising.
• For advertising other than direct response advertising, an indica
tion of the entity's policy as to whether that advertising is expensed
as incurred or expensed the first time the advertising takes place
• A description of the direct-response advertising that is capitalized,
the accounting policy for it, and the amortization period
• The total advertising expense charged to each income statement
presented (with separate disclosure of any writedowns of capital
ized advertising)
46

• The total amount of capitalized advertising in each balance
sheet presented
SOP 93-7 is effective for financial statements for years beginning after
June 1 5 , 1994. Although it can be applied earlier, costs incurred before
the initial application of the SOP should not be adjusted to the amounts
that would have been reported as assets had the SOP been in effect
when those costs were incurred. However, the concepts in the SOP
concerning amortization, net realizable value, and disclosures should
be applied to any unamortized costs reported as assets before the initial
application of the SOP that continue to be reported as assets after the
effective date.

Employers With ESOPs
In November 1993, the AICPA issued SOP 93-6, Employers' Accounting
for Employee Stock Ownership Plans (Product No. 014803, $8 members/
$9 nonmembers), to address accounting and reporting for certain
employee stock ownership plans (ESOPs). SOP 93-6 became effective
for fiscal years beginning after December 15, 1993, and should be
applied in the first interim period of the employer's fiscal year. Although
the provisions must be applied to shares purchased by the ESOP after
December 3 1 , 1992 (and not committed to be released as of the begin
ning of the adoption year), they may be applied to shares purchased
before that date. Although SOP 93-6 applies to all ESOPs, it concen
trates on guidance for leveraged ESOPs (those having loans payable to
the employer or another party). The Statement does not change the
existing accounting for nonleveraged ESOPs.
SOP 93-6 includes disclosure requirements for all employers with
ESOPs (including disclosures relating to shares held by ESOPs before
adopting the Statement). It also addresses issues relating to pen
sion reversion ESOPs, ESOPs holding convertible preferred stock,
and terminations.

Accounting Issues
Restructuring Charges
In considering whether restructuring charges are appropriate, the
auditor should be alert to premature accrual of future costs. Questions
have been raised about when to accrue severance pay under FASB
Statement No. 112, Employers' Accounting for Postemployment Benefits
(FASB, Current Text, vol. 1, sec. P32). FASB Statement No. 112 indicates
that an employer may accrue a liability for employees' benefits for
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future absences only if certain conditions are met (paragraph 6 of
the Statement). Paragraph 15 of FASB Statement No. 88, Employers'
Accounting for Settlements and Curtailments of Defined Benefit Pension Plans
and for Termination Benefits (FASB, Current Text, vol. 1, sec. P16), provides
guidance on recognition of liabilities for special and contractual termi
nation benefits. If an entity is unable to accurately forecast potential
future layoffs, and the related cost of termination benefits and other
costs in connection with a restructuring, recording of liabilities for
these future costs at the date the restructuring is announced may be
premature. It is likely that the FASB's EITF will provide guidance for
when an entity may recognize a liability and an expense for costs
associated with a restructuring in its EITF Issue No. 94-3, Liability Recog
nition for Costs to Exit an Activity (Including Certain Costs Incurred in a
Restructuring). Auditors should monitor the EITF's activities for any
developments in this area. (For further information, call the FASB at
(203) 847-0700.)
The SEC staff believes that a number of registrants have accrued
excessive and inappropriate costs in connection with restructurings.
Earlier this year, letters were sent to a number of registrants who
announced restructuring charges, informing them of the SEC's inten
tion to focus on these charges.

Discontinued Operations
In order to qualify for discontinued operations treatment, an entity
must meet all the criteria in Accounting Principles Board (APB) Opinion
No. 30, Reporting the Results of Operations—Reporting the Effects of Disposal
of a Segment of a Business, and Extraordinary, Unusual and Infrequently
Occurring Events and Transactions (FASB, Current Text, vol. 1, secs. I13, I17,
and I22). These include a formal plan to dispose of a business segment,
and the expectation that the plan of disposal will be carried out within
a one-year period. In November 1993, the SEC staff issued Staff
Accounting Bulletin (SAB) No. 93, Accounting and Disclosures Regarding
Discontinued Operations, which expresses certain views of the SEC staff
regarding accounting and disclosures related to discontinued opera
tions. The SAB indicates that an entity's plan of disposal would not
meet the criteria in APB Opinion No. 30 if the method of disposal of the
business segment has not been determined or if the plan of disposal
requires more than one year. The SAB also discusses accounting for
the abandonment of a business segment, disposal of an operation
with a significant interest retained, classification and disclosure of
contingencies relating to discontinued operations, and accounting for
subsidiaries that an entity intends to sell.
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Environmental Matters3
The AICPA frequently receives inquiries about how to account for
environmental contingencies and liabilities and the related audit
consequences. The applicable accounting literature includes FASB
Statement No. 5, Accounting for Contingencies (FASB, Current Text, vol. 1,
sec. C59), FASB Interpretation No. 14, Reasonable Estimation of the
Amount of a Loss (FASB, Current Text, vol. 1, sec. C59), and FASB Inter
pretation No. 39, Offsetting of Amounts Related to Certain Contracts (FASB,
Current Text, vol. 1, sec. B10). In addition, guidance is included in EITF
Issue No. 89-13, Accounting for the Cost of Asbestos Removal, EITF Issue
No. 90-8, Capitalization of Costs to Treat Environmental Contamination, and
EITF Issue No. 93-5, Accounting for Environmental Liabilities. (To obtain a
copy of EITF Abstracts, call the FASB at (203) 847-0700, extension 10,
Product No. EAB94.) The EITF reached a consensus in EITF Issue
No. 93-5 that an environmental liability should be evaluated indepen
dently from any potential claim for recovery (a two-event approach)
and that the loss arising from the recognition of an environmental
liability should be reduced only when a claim for recovery is probable
of realization.
FASB Interpretation No. 39 discusses the appropriateness of off
setting assets and liabilities in the balance sheet and states that such
an offset is improper except if a right of setoff exists. A right of setoff
is a debtor's legal right, by contract or otherwise, to discharge all or a
portion of the debt owed to another party by applying against the debt
an amount that the other party owes to the debtor. The following con
ditions must be met in order for a right of setoff to exist:
• Each of the two parties owes the other determinable amounts.
• The reporting party has the right to setoff the amount owed with
the amount owed by the other party.
• The reporting party intends to setoff.
• The right of setoff is enforceable by law.
The SEC has continued to articulate its views on the appropriate
accounting and related disclosures for environmental remediation lia
bilities. In an effort to determine whether appropriate disclosure is
made, the SEC staff receives from the United States Environmental
Protection Agency (EPA) lists of all entities that have been designated3
3The AICPA's Accounting Standards Executive Committee (AcSEC) is developing
an Accounting Guide on Environmental Remediation Liabilities, which is expected to
be issued as a final Guide in 1995.
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as potentially responsible parties on Superfund sites as well as infor
mation concerning entities subject to the cleanup requirements under
the Resource Conservation and Recovery Act.
In June 1993, the SEC staff issued SAB No. 92, Accounting and Disclo
sures Relating to Loss Contingencies. SAB No. 92, among other things,
indicates that if an entity is jointly and severally liable for a contami
nated site but there is a reasonable basis for the apportionment of costs
among responsible parties, the entity need not recognize a liability
for costs apportioned to other responsible parties. If, however, it is
probable that other responsible parties will not fully pay the costs
apportioned to them, the entity should include its best estimate, before
consideration of potential recoveries from other parties, of the addi
tional costs it expects to pay. A note to the financial statements should
describe any additional loss that is reasonably possible. In addition,
SAB No. 92 requires expanded disclosures of environmental and other
contingencies and also provides disclosure and accounting guidance
on site restoration, exit costs and other loss contingencies.
Auditors should be alert to the possibility of an inappropriate delay
in the accrual of an environmental loss until sufficient information is
available to determine the best estimate of the liability. Interpretation
No. 14 requires entities to accrue a loss contingency if the estimated loss
is within a range of amounts.
The applicable auditing guidance for environmental matters is found
in the following:
• SAS No. 12, Inquiry of a Client's Lawyer Concerning Litigation, Claims,
and Assessments (AICPA, Professional Standards, vol. 1, AU sec. 337)
• SAS No. 54, Illegal Acts By Clients (AICPA, Professional Standards,
vol. 1, AU sec. 317)
• SAS No. 57, Auditing Accounting Estimates (AICPA, Professional
Standards, vol. 1, AU sec. 342)
• SAS No. 73, Using the Work of a Specialist (AICPA, Professional Stand
ards, vol. 1, AU sec. 336)
Auditors should review the minutes of board of directors' meetings,
regulatory reports, and other information related to environmental
matters. Inquiry of both the entity's legal counsel and management
responsible for environmental matters will provide the auditor useful
information. Auditors should consider asking management whether
the entity or any of its subsidiaries has been designated as a potentially
responsible party by the EPA or otherwise has a high-risk exposure to
environmental liabilities. If more than one potentially responsible
party is associated with a contaminated site, each party may be contin
gently liable for the full amount of cleanup costs and fines because of
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the joint and several nature of environmental remediation laws. Such
exposure could result in the need for an entity to accrue for cleanup
costs or disclose a contingency and, possibly, necessitate the addition
of an uncertainty paragraph in the auditor's report.
Examples of factors that may indicate an increased risk of an entity's
exposure to environmental liabilities include—
• Participation in a real estate transaction or corporate merger
involving properties with environmental risks (for example, chem
ical companies)
• The purchase of land at a price significantly below local market
prices (a possible bargain sale due to environmental risk)
• The acquisition of new or increased insurance coverage against
environmental risks or liability to third parties
• Taking possession of real property used as collateral securing a
defaulted loan

Loan Covenants
Loan covenants are one of the areas in which reporting and dis
closure problems most commonly occur. Auditors should be alert for
violations that could cause long-term debt to become a current liability.
For a number of entities, such a reclassification may raise questions
about the entity's ability to continue as a going concern.
Many loan agreements contain covenants that require the borrower
to maintain certain financial ratios or specified minimum or maxi
mum amounts for certain financial statement items. Many contain
restrictions on capital expenditures and dividends and some even
place restrictions on executive compensation and benefits. If a viola
tion has occurred and exists at the balance-sheet date, no matter how
"insignificant" or "technical," FASB Statement No. 78, Classification of
Obligations That Are Callable by the Creditor (FASB, Current Text, vol. 1,
sec. B05), requires that the entire loan be classified as a current liability,
unless one of the following conditions is met:
• The creditor waives or subsequently loses, for more than one year
from the balance-sheet date, its right to demand repayment.
• The obligation contains a grace period within which the debtor
may "cure" the violation, and it is "probable" that the violation will
be cured.
In addition, if the second condition occurs, thereby resulting in a
long-term debt classification of the obligation, paragraph 5 of FASB
Statement No. 78 requires that the circumstances be disclosed. For
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public entities, rule 4.08 cc of Regulation S-X requires that if a default
exists but acceleration of the debt has been waived for a stated period
of time beyond the date of the most recent balance sheet being filed, the
footnotes to the financial statements should disclose the amount of
the obligation and the period of the waiver.
An increasingly common clause in many loan documents is a subjec
tive acceleration provision that gives the lender the power to call a loan
without an objectively determinable cause (for example, a material
adverse change occurs). In such cases, FASB Technical Bulletin No.
79-3, Subjective Acceleration Clauses in Long-Term Debt Agreements (FASB,
Current Text, vol. 1, sec. B05), which uses criteria in FASB Statement
No. 5, should be followed to evaluate the likelihood of debt accelera
tion. Such evaluations are very subjective, and the rationale for the
entity's conclusion should be properly assessed by the auditor.
Some loans contain "due on demand" clauses along with a schedule
of payments for principal and interest. The demand clause gives the
lender the right to call a loan at any time. EITF Issue No. 86-5, Classi
fying Demand Notes with Repayment Terms, concludes that loans with
"or on demand" clauses should always be considered current liabil
ities (except in the rare instance that a lender waives that right for a
period of one year). (To obtain a copy of EITF Abstracts, call the FASB at
(203) 847-0700, extension 10, Product No. EAB94.)
Auditors should carefully consider the ramifications of loan
covenants while planning and performing the audit. The following
are examples:
• Obtain written confirmation of lender waivers of loan covenant
violations and of lenders' lack of knowledge of any violations or
intents to call a loan. (An oral agreement by a bank or waivers
addressed to the auditor are not considered sufficient audit
evidence to classify the debt as noncurrent.) Evaluate all waivers
carefully and assess whether the lender has truly waived its right
to call the debt.
• Carefully read loan amendments that management represents as
constituting waivers of covenant violations; lenders may have
amended the financial covenant requirements but otherwise
retained their right to call the debt.
• Consider obtaining an opinion from the entity's attorney regarding
technical covenant violations.
• Obtain specific management representations regarding known
covenant violations and any communications with lenders regard
ing violations or waivers during the year.
• Give particular consideration to potential passed adjustments
that, if made, would affect loan covenant provisions.
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• Be alert for escalating quarterly loan covenant requirements that
cover the period rather than the end of a quarter. An entity may
be in compliance at the end of one quarter but immediately be
in noncompliance if a more restrictive covenant is effective on the
following day.
In some cases, the issuance of the financial statements may be delayed
until appropriate lender waivers can be obtained or cures effected. To
avoid having to extend other audit procedures past the normal field
work date, the auditor may dual-date the report by giving one date for
the completion of fieldwork, and a subsequent date for the waiver or
cure; see Dating of the Independent Auditor's Report (AICPA, Professional
Standards, vol. 1, AU sec. 530). Auditors should obtain sufficient
evidential matter to support the lender's waiver or the entity's actions
that effected the cure. In the event that the defaults are not cured, audi
tors should consider the effect on the overall continued existence of the
entity as a going concern in accordance with SAS No. 59, The Auditor's
Consideration of an Entity's Ability to Continue as a Going Concern (AICPA,
Professional Standards, vol. 1, AU sec. 341).

Mutual Insurance Arrangements
To cover events that may be uninsurable or insurable only at prohibi
tively high premiums, entities in certain industries have pooled their
risks by forming mutual insurance companies in which they retain an
equity interest and to which they pay insurance premiums. Although
certain of these arrangements do transfer risk, others are essentially
multiple-year, retrospectively rated insurance arrangements that should
be accounted for as deposits, rather than as insurance pursuant to EITF
Issue No. 93-14, Accounting for Multiple-Year Retrospectively Rated Insurance
Contracts by Insurance Enterprises and Other Enterprises. (To obtain a copy
of EITF Abstracts, call the FASB at (203) 847-0700, extension 10, Product
No. EAB94.) Auditors should analyze these insurance contracts and
the circumstances surrounding each entity's interests in the insurance
arrangements with mutual insurance companies to determine whether
risk has actually been transferred. In a number of cases, the auditor
may determine that the work of a specialist is needed to review the
contract. In these situations, reference should be made to SAS No. 73.

Accounting Pronouncem ents Soon to Be Issued
Impairment of Long-Lived Assets
In November 1993, the FASB issued an exposure draft of a proposed
Statement titled, Accounting for the Impairment of Long-Lived Assets. The
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proposed Statement addresses the accounting for the impairment of
long-lived assets, identifiable intangibles, and goodwill related to those
assets. It would establish guidance for recognizing and measuring
impairment losses and would require that the carrying amount of
impaired assets be reduced to fair value.
When final, the Statement would require long-lived assets and identi
fiable intangibles to be held and used by an entity to be reviewed for
impairment whenever events or changes in circumstances indicate that
the carrying amount of the assets may not be recoverable. In performing
the review for recoverability, an entity would estimate the future cash
flows expected to result from the use of the asset and its eventual dispo
sition. If the sum of the expected future net cash flows (undiscounted
and without interest charges) is less than the carrying amount of the
asset, an impairment loss would be recognized.
Measurement of an impairment loss for long-lived assets and identi
fiable intangibles that an entity expects to hold and use would be based
on the fair value of the asset. Long-lived assets and identified intan
gibles to be disposed of would be reported at the lower of cost or fair
value less cost to sell, except for assets that are covered by APB Opinion
No. 30, Reporting the Results of Operations—Reporting the Effects of Disposal
of a Segment of a Business, and Extraordinary, Unusual and Infrequently
Occurring Events and Transactions (FASB, Current Text, vol. 1, secs. I13,
I17 and I22).
A final Statement is planned to be issued by year-end and is expected
to be effective for financial statements issued for fiscal years beginning
after December 15, 1994.

Risks and Uncertainties
The AICPA's Accounting Standards Executive Committee plans to
issue by year-end an SOP entitled, Disclosure of Certain Significant Risks
and Uncertainties. The SOP will apply to financial statements prepared
in conformity with GAAP applicable to nongovernmental entities.
It applies to all entities that issue such statements. It does not apply
to summarized interim financial statements.
The SOP will require reporting entities to include in their financial
statements disclosures about the nature of their operations and the use
of estimates in the preparation of financial statements. In addition, if
specified disclosure criteria are met, the SOP will require entities to
include in their financial statements disclosures about certain signifi
cant estimates and current vulnerability due to certain concentrations.
When final, the SOP will be effective for financial statements issued
for fiscal years ending after December 1 5 , 1995, and for financial state
ments for interim periods in fiscal years subsequent to the year for
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which the SOP is first applied. Early application is encouraged but
not required.

A uditing Standards D ivision Publications
The following publications are published by the Auditing Stand
ards Division and are available from the AICPA Order Department
by calling (800) TO-AICPA. Product numbers and prices are shown
in parentheses.
Codification of Statements on Auditing Standards (includes SAS Nos. 1-72
and also includes SSAEs) (059024, $52 members/$57.25 nonmembers)
Selected Auditing Procedures Studies4 Auditing Procedure Studies
(APS) are nonauthoritative documents issued to inform auditors of
developments and advances in auditing procedures and to provide
practical assistance. The cost is $27.50 members/$30.25 nonmembers.
Product numbers are shown in parentheses.
Auditing the Allowance for Credit Losses of Banks (021050)
Auditing With Computers (021057)
Audit of Inventories (021045)
Confirmation of Accounts Receivable (021011)
The Independent Auditor's Consideration of the Work of Internal Auditors
(021051)

O ther Pronouncem ents
Following is a list of various authoritative pronouncements issued
from January 1, 1994, to November 1, 1994, and their effective dates.

4The Auditing Standards Division plans to issue the following APSs in late 1994
or early 1995:
• Audit Considerations in Common Computer Environments. This APS will describe
the possible effect on the financial statement audit of an entity's use of informa
tion technologies such as microcomputers, local area networks (LANs), end-user
computing, database management systems, and telecommunications.
• Implementing SAS No. 70, Reports on the Processing of Transactions by Service Organ
izations. This APS will provide guidance to service auditors on performing
and reporting on a service auditor's engagement and to user auditors on
using a service auditor's report in the audit of the financial statements of a
user organization.
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Statements of Financial Accounting Standards and
Technical Bulletins Issued by the FASB5
To order copies, call the FASB at (203) 847-0700, ext. 10.
FASB
Statement
No. 118
(October 1994)

Description
Accounting by Creditors for
Impairment of a L oan Income Recognition and
Disclosure

Effective Date
Financial statements for
fiscal years beginning
after December 15, 1994.

FASB
Statement
No. 119
(October 1994)

Disclosure about Derivative
Financial Instruments and
Fair Value of Financial
Instruments

Financial statements
issued for fiscal years
ending after December
15, 1994, except for enti
ties with less than $150
million in total assets.
For those entities, the
effective date is for
financial statements
issued for fiscal years
ending after December
15, 1995.

FASB Technical
Bulletin
No. 94-1
(April 20, 1994)

Application of Statement 115
to Debt Securities
Restructured in a Troubled
Debt Restructuring

Financial statements
issued after April 30,
1994.

EITF Consensus Positions
To order copies of the following publications, call the FASB at (203)
847-0700, ext. 10.
_________________ Description_________________
93-17
Recognition of Deferred Tax Assets
for a Parent Company's Excess Tax
Basis in the Stock of a Subsidiary
That Is Accounted for as a
Discontinued Operation

Date Position Reached
January 20, 1994

5See State and Local Governmental Industry Developments—1994 for recently issued
Statements of the Governmental Accounting Standards Board.
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_________________ Description_________________
93-18
Recognition of Impairment for an
Investment in a Collateralized
Mortgage Obligation Instrument
or in a Mortgage-Backed InterestOnly Certificate

Date Position Reached
March 24, 1994

94-2

Treatment of Minority Interests in
Certain Real Estate Investment Trusts

September 21-22,
1994

94-5

Determination of What Constitutes All
Risks and Rewards and No Significant
Unresolved Contingencies in a Sale of
Mortgage Loan Servicing Rights under
Issue No. 89-5

September 21-22,
1994

94-6

Accounting for the Buyout of
Compensatory Stock Options

September 21-22,
1994

94-8

Accounting for Conversion of a
Loan into a Debt Security in a
Debt Restructuring

September 21-22,
1994

Statements of Position6 and Practice Bulletins Issued by the AICPA
To order copies, call the AICPA Order Department at (800) TO-AICPA.
The cost is $8 members/$9 nonmembers. Product numbers are shown
in parentheses.
_______________ Description_______________
SOP 93-7
Reporting on Advertising
(December 29,
Costs (014804)
1993)

Effective Date_____
Financial statements for
years beginning after
June 15, 1994. Earlier
application encouraged
in fiscal years for which
financial statements
have not been previ
ously issued.

6The AICPA's Accounting Standards Executive Committee plans to issue by
year-end a Statement of Position (SOP) titled, Disclosure of Certain Significant Risks
and Uncertainties. Refer to Risks and Uncertainties, page 54 of this Alert.
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SOP 93-8
(December 29,
1993)

__________
The Auditor's Consideration
of Regulatory Risk-Based
Capital for Life Insurance
Enterprises (014811)

_____ Effective Date
Audits of life insurance
enterprises' financial
statements for periods
ending after December
1 5 , 1993.

SOP 94-1
(April 20, 1994)

Inquiries of State Insurance
Regulators (014812)

Audits of financial
statements performed
for periods ending
on or after December
15, 1994.

SOP 94-2
(September 2,
1994)

The Application of the
Requirements of Accounting
Research Bulletins, Opinions
of the Accounting Principles
Board, and Statements and
Interpretations of the Finan
cial Accounting Standards
Board to Not-for-Profit
Organizations (014881)

Financial statements
issued for fiscal years
beginning after Decem
ber 15, 1994, except
not-for-profit organiza
tions that have less
than $5 million in total
assets and less than
$1 million in annual
expenses. For those
organizations, the
effective date is fiscal
years beginning after
December 15, 1995.

SOP 94-3
(September 2,
1994)

Reporting of Related Entities
by Not-for-Profit Organiza
tions (014882)

Financial statements
issued for fiscal years
beginning after Decem
ber 15, 1994, except
not-for-profit organiza
tions that have less
than $5 million in total
assets and less than
$1 million in annual
expenses. For those
organizations, the
effective date is fiscal
years beginning after
December 15, 1995.

SOP 94-4
(September 23,
1994)

Reporting of Investment
Contracts Held by Health and
Welfare Benefit Plans and

Financial statements for
plan years beginning
after December 15,

Description
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Description_______________

Defined-Contribution Pension
Plans (014801)

_____ Effective Date
1994, except that the
application of this SOP
to investment contracts
entered into before
December 31, 1993, is
delayed to plan years
beginning after Decem
ber 15, 1995.

Practice Bulletin Accounting for Preconfirma
tion Contingencies in FreshNo. 11
Start Reporting (033157)
(March 1994)

Financial Statements of
enterprises that filed
petitions under the
Bankruptcy Code after
December 31, 1990.

Practice Bulletin Reporting Separate Investment
No. 12 (Septem Fund Option Information of
Defined-Contribution Pension
ber 1994)
Plans (033158)

Plan years beginning
after December 15, 1993.

Practice Bulletin Direct-Reponse Advertising
No. 13 (Decem and Probable Future Benefits
ber 1994)
(033159)

Advertising costs
incurred after Decem
ber 31, 1994 or upon
the adoption of SOP
93-7, if later.

Electronic Pronouncem ents
The following professional standards are available in electronic
format for computer use.

AICPA Pronouncements
To order, call the AICPA Order Department at (800) TO-AICPA.
Product numbers and prices are shown in parentheses. Disks are avail
able in 3 ½ " (1.44MB) or 5 ¼ " (1.2MB). Subscribers receive updates
approximately four times a year.
• Professional Standards—Subscription (G01030, $162.50 members/
$200 nonmembers) or Annual Edition (016970, $98.75 members/
$108.50 nonmembers)
• Technical Practice Aids—Subscription (G01031, $162.50 members/
$180.55 nonmembers) or Annual Edition (016969, $97.50 members/
$107.50 nonmembers)
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• Audit and Accounting Guides—Subscription (G01009, $299 mem
bers/$370 nonmembers)
These products are compatible with computer systems that have the
following specifications:
• IBM PC or 100% compatible systems
• DOS 2.0 (or higher)
• 512K RAM minimum
• Single diskette and hard drive

Financial Accounting Standards Board Pronouncements
The Financial Accounting Research System (FARS) is available from
the FASB. To order, call the FASB at (203) 847-0700, extension 558. Disks
are available in
(1.44MB) or 5 ¼ " (1.2MB). Purchasers receive
updates approximately four times a year. The annual service to FARS
includes the following pronouncements:
• Original Pronouncements—FASB Statements, Interpretations, Tech
nical Bulletins, Concepts Statements, ARBs 43-51; APB Opinions
and Statements; AICPA Accounting Interpretations and Terminol
ogy Bulletins
• Current Text—Integration of financial accounting and reporting
standards arranged by topic for general and industry standards
• EITF Abstracts—Full text of abstracts of issues considered by the
Emerging Issues Task Force
• Implementation Guides—Questions and answers from FASB Special
Reports and other published implementation guidance
The FARS is compatible with computer systems that have the follow
ing specifications:
• IBM PC, XT, AT, PS/2 or systems that are 100% compatible
• 512K RAM minimum
• DOS 3.0 (or higher)
• Hard disk drive (complete system requires 12MB)
• Color or monochrome monitor (color recommended due to shading
techniques used in some of the literature).
For single-user system—T he cost for the service is $448 for members7
and academics. For all others the cost is $560.
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For network application—Based on concurrent use, one set of disks will
be provided for installation. Cost of first user is $448 for members7 and
academics, $560 for all others. For each additional user, the cost is $396
for members7 and academics, $495 for all others.

Industry D evelopm ents
The AICPA issues Audit Risk Alerts that focus on recent developments
in various industries to provide auditors with overviews of current
economic, industry, regulatory, and professional developments. The
following industries are covered, with product numbers shown in
parentheses:
• Agribusiness (022151)
• Banks and Savings Institutions (022146)
• Casinos (022150)
• Construction Contractors (022156)
• Credit Unions (022147)
• Employee Benefit Plans (022131)
• Federal Government Contractors (022153)
• Finance Companies (022154)
• Health Care (022161)
• High-Technology Enterprises (022152)
• Insurance Companies (022145)
• Investment Companies (022143)
• Not-for-Profit Organizations (022132)
• Oil and Gas Producers (022148)
• Public Utilities (022155)
• Real Estate Companies (022149)
• Securities (022144)
• State and Local Governments (022130)

7Members of the Financial Accounting Foundation and Accounting Research
Association of the AICPA.
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Copies of these industry developments are available from the AICPA
Order Department by calling (800) TO-AICPA at a cost of $6.25 each for
members/$7 each for nonmembers. They are also included in the looseleaf service for audit and accounting guides.

Inform ation Technology D ivision Publications
The AICPA's Information Technology Division has published the fol
lowing documents that may be useful to auditors. To order, call the
AICR\ Order Department at (800) TO-AICPA. Product numbers and
prices are shown in parentheses.
• Practice Aid, CPA Firm Technology Planning Guide (038510, $10.25
members/$11.25 nonmembers). This Practice Aid is designed to
help firms implement technology and includes a technology plan
ning checklist and sample plan.
• Practice Aid, Computer Disaster Recovery Planning Guide (043003,
$20 members/$22 nonmembers). This Practice Aid is designed to
help entities implement a computer disaster recovery plan. The
aid discusses, among other things, general office and personnel
procedures, tape backup procedures, tape rotation, and virus pro
tection software.
• Practice Aid, Image Processing and Optical Character Recognition
(043000, $14.50 members/$16 nonmembers). This Practice Aid is
designed to help firms implement image processing and optical
character recognition (OCR) and includes a diagram of an image
processing system and a description of the technical architecture
used by one organization. Image processing and OCR are two
technologies that accounting professionals are encountering in
their daily operations. They enable organizations to become more
efficient and to provide better customer service.
• Practice Aid, Microcomputer Security (043005, $20 members/$22
nonmembers). This Practice Aid is designed to give organizations
an overview of microcomputer security. The aid considers a num
ber of common problems of microcomputer security.
• Technology Bulletin, Executive Information Systems (043002, $20
members/$22 nonmembers). This Technology Bulletin is designed
to inform accounting professionals about the capabilities and fea
tures of today's executive information systems.
• Technology Bulletin, Memory Management (043001, $20 members/
$22 nonmembers). This Technology Bulletin is designed to help
accounting professionals understand the issue of personal computer
memory management and how to take full advantage of their com
puter's resources.
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AICPA Services
Technical Hotline. The AICPA Technical Information Service answers
inquiries about specific audit or accounting problems.
Call toll-free (800) TO-AICPA.
Ethics Division. The AICPA's Professional Ethics Division answers
inquiries about the application of the AICPA Code of Professional Con
duct. Auditors may call any of the following numbers:
(201) 938-3177
(201) 938-3181
(201) 938-3186

This Audit Risk Alert replaces Audit Risk Alert—1993.
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